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SMALL BUSINESS AMENDMENTS OF 1959 


MONDAY, JUNE 22, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL Business, 
Washington, D.C. 

The subcommittee met, pursuant to notice, in room 5302, New Sen- 
ate Office Building, at 10:12 a.m., Senator William Proxmire (chair- 
man of the subcommittee) presiding. 

Present : Senators Proxmire, Sparkman, and Byrd. 

Senator Proxmtre. Today the Subcommittee on Small Business be- 

ins hearings on legislation pending before that subcommittee. The 
Rrinieaion consists of the following bills: S. 1340, S. 1351, 5S. 1609, 
S. 1666, S. 1777, S. 1879, S. 2032, and 8. 2139. 

Without objection, I will insert a copy of each of these bills in the 
record at this point, together with any reports from agencies that 
may have been received. 

(The bills referred to follow :) 


[S. 1840, 86th Cong., 1st sess.] 


A BILL To provide for disaster loans to small business concerns which suffer economic 
injury due to federally aided highway construction programs 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 8(b) (1) of the Small Business 
Act is amended by inserting before the word “floods” the words ‘‘condemnation 
proceedings under federally aided highway construction programs, or because 
of”. 


[S. 1351, 86th Cong., Ist sess.] 


A BILL To authorize assistance under the Small Business Act of 1953 to certain small 
—— ee displaced as a result of urban renewal activities under the Housing 
Act of 1949 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 207(b) (1) of the Small 
Business Act of 1953 is amended by inserting “(A)” immediately after “to be 
necessary or appropriate”, and by inserting before the first colon a comma and 
the following: “and (B) to any small business concern if the Administration 
determines that the small business concern has suffered a substantial economic 
injury (for which reimbursement or compensation is not otherwise made, ex- 
clusive of relocation payments, if any, under section 106(f) of the Housing Act 
of 1949), as a result of its displacement by an urban renewal project included in 
an urban renewal area respecting which a contract for capital grant has been 
executed under such Act.” 


1 





SMALL BUSINESS AMENDMENTS OF 1959 


[S. 1609, 86th Cong., 1st sess.] 


A BILL To provide assistance to small business concerns to facilitate adjustments made 
necessary by the foreign trade policy of the United States, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That (a) section 7 of the Small Busi- 
ness Act is amended by redesignating subsection (c) as subsection (d), and by 
adding after subsection (b) a new subsection as follows: 

“(c) (1) The Administration also may make such loans (either directly or 
in cooperation with banks or other lending institutions through agreements to 
participate on an immdeiate or deferred basis) as it may determine to be neces- 
sary or appropriate to enable individual small business concerns which have 
been adversely affected by the foreign trade policies of the United States to ad- 
just to changed economic conditions through plant construction, conversion, or 
expansion (including the acquisition of land), the acquistion of new equipment, 
facilities, machinery, supplies, or materials, or the liquidation thereof, or as 
may otherwise be required to meet such changed conditions. 

“(2) For purposes of this subsection, a small business concern shall be con- 
sidered to have been adversely affected by the foreign trade policies of the 
United States if the Administrator finds that— 

“(A) it is a member of an industry concerning which the United States 
Tariff Commission, in a proceeding under section 7 of the Trade Agree- 
ments Extension Act of 1951 (the so-called escape clause), has made a rec- 
ommendation for action by the President to prevent or remedy injury to 
such industry ; 

“(B) the President has failed to take such action within the time specified 
in subsection (c) of such section 7; and 

“(C) such small business concern has actually suffered serious economic 
injury from increased imports of a product upon which the concession has 
been granted under a foreign trade agreement. 

“(3) No loan under this subsection (including renewals and extensions 
thereof) shall be made for a period or periods exceeding twenty years, or 
bear interest, on the Administration’s share of the loan, at a rate in excess 
of 3 per centum per annum. 

“(4) A certificate of eligibility shall be issued by the Administrator, 
upon request, to any small business concern which meets the requirements 
of paragraph (2) of this subsection.” 

(b) Section 4(b) of such Act is amended— 

(1) by striking out “$650,000,000” wherever it appears and inserting in 
lieu thereof “$750,000,000” ; 

(2) by inserting “7(c),” after “7(b),” in the fourth sentence; and 

(3) by inserting immediately before the seventh sentence a new sentence 
as follows: “Not to exceed an aggregate of $100,000,000 shall be outstanding 
at any one time for the purposes enumerated in section 7(c).” 

Sec. 2. Section 11(b) of the Small Business Act is amended by inserting im- 
mediately after the phrase “to the national defense” the phrase “or to the well- 
being of small business in an industry which has been adversely affected by the 
foreign trade policies of the United States”. 

Sec. 3. The Secretary of Commerce, acting through the Office of Area De- 
velopment, shall provide technical assistance and advice, upon the request of 
any small business concern to which a certificate of eligibility has been issued 
under section 7(c) (4) of the Small Business Act, to aid such concern to adjust, 
through plant conversion, relocation, or otherwise, to changed economic condi- 
tions resulting from the foreign trade policies of the United States. 

Sec. 4. (a) The Secretary of Labor (hereinafter in this section referred to 
as the “Secretary”) shall provide adequate facilities and instruction for suitable 
training for unemployed individuals whose last regular employment shall have 
been in a business enterprise which is eligible or may be determined to be 
eligible for assistance under section 7(c) of the Small Business Act (herein- 
after in this section referred to as “unemployed individuals”), and who are in 
need of retraining, reemployment, vocational education, or vocational rehabilita- 
tion, through the following measures : 

(1) by arranging for the utilization and extension of all existing Federal 
governmental facilities, and the utilization of the facilities of any other gov- 
ernmental agency maintained by joint Federal and State contributions, to 
carry out the purposes of this section; and 
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(2) be entering into agreements or contracts with public or private in- 
stitutions or establishments, to provide for such additional training facilities 
as may be necessary to accomplish the purposes of this section. 

(b) The Secretary shall have the power and the duty to cooperate with exist- 
ing Federal, State, and local agencies and officials in charge of existing programs 
relating to retraining, reemployment, vocational education, and vocational re- 
habilitation for the purpose of coordinating his activities with those of such 
Federal, State, and local agencies. 

(c) Whenever the Secretary shall determine that (1) no job opportunity for 
an unemployed individual exists within his own current labor market area, (2) 
a job opportunity for such unemployed individual equivalent to his former em- 
ployment is available at a place in the United States outside of his current 
labor market area, (3) such unemployed individual agrees to take the job 
opportunity outside of his labor market area, and (4) the acceptance of such 
employment would be in the best interest of the United States, then the Secre- 
tary is authorized to make available to such unemployed individual at Govern- 
ment expense, facilities for the movement of such unemployed individual, his 
dependents, and his household effects to a location designated by such unem- 
ployed individual and approved by the Secretary by using Government or com- 
mercial means of transportation, not to exceed the value of $150. 

Sec. 5. (a) Section 167 of the Internal Revenue Code of 1954 (relating to the 
deduction for depreciation) is amended by redesignating subsection (h) as 
(i), and by inserting after subsection (g) the following new subsection: 

“(h) SMALL BusINEess CONCERNS INJURED BY UNITED STATES FOREIGN TRADE 
PoLicy.— 

“(1) SpEcIAL RULE.—In the case of property described in paragraph (4) 
used in a trade or business by a small business concern which, within the 
meaning of paragraph (2), has been adversely affected by the foreign trade 
policies of the United States, the reasonable allowance under subsection 
(a) shall, at the election of the taxpayer, be— 

“(A) an amount equal to twice the amount computed under the 
method of depreciation used in respect of such property for the taxable 
year preceding the first taxable year in which this subsection applies 
to such property, or 

“(B) an amount computed under the method of depreciation de- 
scribed in subsection (b)(1) and computed, with respect to the ad- 
justed basis of such property on the first day of the first taxable year 
in which this subsection applies to such property, as if (i) such prop- 
erty had been acquired on such first day, and (ii) such property had a 
useful life of 5 years. 

Nothing in this subsection shall be construed to limit or reduce an allowance 
otherwise allowable under subsection (a). 

(2) SMALL BUSINESS CONCERNS ADVERSELY AFFECTED BY UNITED STATES 
FOREIGN TRADE POLICY.—For purposes of paragraph (1), a small business con- 
cern shall be considered to be adversely affected by the foreign trade policies 
of the United States only if the Small Business Administration has issued a 
certificate of eligibility to such concern under section 7(c)(4) of the Small 
Business Act as a small business concern which meets the requirements of 
section 7(c) (2) of such Act. 

“(3) TAXABLE YEARS TO WHICH APPLICABLE.—Subject to the provisions of 
paragraph (5), paragraph (1) shall apply with respect to any property used 
in a trade or business by a small business concern only for the taxable year 
in which the Small Business Administration issues the certificate referred 
to in paragraph (2) to such concern, and for the four taxable years suc- 
ceeding such taxable year. 

“(4) PROPERTY TO WHICH APPLICABLE.—Paragraph (1) shall apply only 
to property which is 

“(A) used in its trade or business by a small business concern on 
the date on which the Small Business Administration issues the certifi- 
cate referred to in paragraph (2) to such concern; and 

“(B) used in the industry described in section 7(c)(2)(A) of the 
Small Business Act in respect of which such certificate is issued. 

“(5) ELecrion.— 

“(A) WHEN AND HOW MADE.—An election to compute the allowance 
allowed as a deduction by subsection (a) with reference to this sub- 
section shall be made, with respect to any property used in a trade or 
business by a small business concern, at the time of filing the return 
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for the taxable year in which the Small Business Administration issues 
the certificate referred to in paragraph (2) to such concern. Such 
election shall be made in such manner as the Secretary or his delegate 
Shall prescribe. At the time of making such election, the taxpayer 
shall select the method provided in subparagraph (A) or (B) of para- 
graph (1) to be used in computing such allowance with respect to such 
property. 

“(B) Errect.—An election under subparagraph (A) ‘shall be effec. 
tive for the taxable year for which the return in connection with which 
the election is made is filed and, unless sooner terminated as provided 
in subparagraph (C), for the four taxable years succeeding such taxable 
year. 

“(C) ReEvocatTion.—An election under subparagraph (A) may be 
revoked by the taxpayer at the time of filing his return for any of the 
four taxable years succeeding the taxable year for which the election 
was made. Such revocation shall be effective for the taxable year 
for which such return is filed and for succeeding taxable years. Such 
revocation shall be made in such manner as the Secretary or his dele- 
gate shall prescribe.” 

(b) Part VI of subchapter B of chapter 1 of the Internal Revenue Code of 
1954 (relating to itemized deductions for individuals and corporations) is 
amended by adding at the end thereof the following new section: 


“SEC. 180. AMORTIZATION OF CERTAIN FACILITIES OF SMALL BUSI- 
oo AFFECTED BY FOREIGN TRADE 
POLICIES. 


GENERAL RULE.— 

(1) ALLOWANCE OF DEDUCTION.—In the case of— 

“(A) a corporation which is a small-business concern which has been 
adversely affected by the foreign trade policies of the United States, or 
“(B) an individual who owns a proprietary interest in an unincor- 
porated small-business concern which has been adversely affected by the 
foreign trade policies of the United States, 
there shall be allowed, at the election of the taxpayer, a deduction with 
respect to the amortization of the adjusted basis (for determining gain) 
of any conversion facility (as defined in subsection (d)) based on a period 
of 60 months. The 60-month period shall begin as to any facility, at the 
election of the taxpayer, with the month following the month in which the 
facility was completed, or with the succeeding taxable year. 

“(2) AMOUNT OF DEDUCTION.—The amortization deduction provided in 
paragraph (1) shall be an amount, with respect to each month of the amor 
tization period within the taxable year, equal to the adjusted basis of the 
facility at the end of such month, divided by the number of months (includ 
ing the month for which the deduction is computed) remaining in the 
period. Such adjusted basis at the end of the month shall be computei 
without regard to the amortization deduction for such month. The amor 
tization deduction above provided with respect to any month shall be i 
lieu of the depreciation deduction with respect to such facility for suc) 
month provided by section 167. 

“(b) ELECTION OF AMORTIZATION.—The election of the taxpayer under sub 
section (a) to take the amortization deduction and to begin the 60-month period 
with the month following the month in which the facility was completed shall 
be made only by a statement to that effect in the return for the taxable year 
in which the facility was completed. The election of the taxpayer under subse 
tion (a) to take the amortization deduction and to begin such period with the 
taxable year succeeding such year shall be made only by a statement to thi 
effect in the return for such succeeding taxable year. Notwithstanding the pre pute 
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ceding two sentences, the election of the taxpayer under subsection (a) may b shal 
made, under such regulations as the Secretary or his delegate may prescribe reg 
before the time prescribed in the applicable sentence. ns 
“(c) TERMINATION OF AMORTIZATION DEDUCTION.—A taxpayer which has electeél “/ 
under subsection (b) to take the amortization deduction provided in subsectia# pers 





(a) may, at any time after making such election, discontinue the amortizatoi 
deduction with respect to the remainder of the amortization period, such dis 
continuance to begin as of the beginning of any month specified by the taxpayé 
in a notice in writing filed with the Secretary or his delegate before the begil 
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ning of such month. The depreciation deduction provided under section 167 
shall be allowed, beginning with the first month as to which the amortization 
deduction does not apply, and the taxpayer shall not be entitled to any further 
amortization deduction with respect to such facility. 

“(d) DEFINITIONS.—For purposes of this section— 

“(1) CONVERSION FACILITY.—The term ‘conversion facility’ means any 
facility, land, building, machinery, or equipment, or any part thereof, the 
construction, reconstruction, erection, installation, or acquisition of which 
was completed after the date of the enactment of this section, and with 
respect to which a certificate under subsection (e) has been made. In no 
event shall an amortization deduction be allowed in respect of any con- 
version facility for any taxable year unless a certificate in respect thereof 
under this paragraph shall have been made before the filing of the taxpayers’ 
return for such taxable year. 

“(2) SMALL BUSINESS CONCERN.—The term ‘small business concern’ means 
a corporation, partnership, or proprietorship engaged in carrying on a trade 
or business which meets the criteria of a small business concern set forth 
in section 3 of the Small Business Act and the criteria established by the 
Small Business Administration under such section. 

“(3) SMALL BUSINESS CONCERNS ADVERSELY AFFECTED BY THE FOREIGN TRADE 
POLICIES OF THE UNITED STATES.—A small business concern shall be con- 
sidered to be adversely affected by the foreign trade policies of the United 
States only if the Small Business Administration has issued a certificate of 
eligibility to such concern under section 7(c) (4) of the Small Business Act 
as a small business concern which meets the requirements of section 7(c) (2) 
of such Act. 

“(e) DETERMINATION OF ADJUSTED BASIS OF CONVERSION FACILITY.— 

(1) GENERAL RULE.—For purposes of subsection (a), in determining 
the adjusted basis of a conversion facility there shall be included only so 
much of the amount of the adjusted basis of such facility (computed with- 
out regard to this section) as is properly attributable to such construction, 
reconstruction, erection, installation, or acquisition after the date of the 
enactment of this section as the Small Business Administration has certified 
as necessary to enable the small business concern either (A) to develop new 
or different lines of production, or (B) to renovate its productive facilities, 
and only such portion of such amount as such Administration has certified 
as attributable to the need of the small business concern to develop new or 
different lines of production, or to renovate its productive facilities, because 
of the foreign trade policies of the United States. Such certification shall 
be under such regulations as may be prescribed from time to time by the 
Small Business Administration. An application for a certificate must be 
filed at such time and in such manner as may be prescribed by such Adminis- 
tration under such regulations but in no event shall such certificate have 
any effect unless an application therefor is filed before the expiration of six 
months after the beginning of such construction, reconstruction, erection, or 
installation, or the date of such acquisition. 

“(2) SEPARATE FACILITIES; SPECIAL RULE.—After the completion or ac- 
quisition of any conversion faciilty with respect to which a certificate under 
paragraph (1) has been made, any expenditure (attributable to such fa- 
cility and to the period afer such completion or acquisition) which does not 
represent construction, reconstruction, erection, installation, or acquisition 
included in such certificate, but with respect to which a separate certificate 
is made, shall not be applied in adjustment of the basis of such facility, but 
a separate basis shall be computed therefor pursuant to paragraph (1), as 
if it were a new and separate conversion facility. 

“(f) DEPRECIATION DepuctTion.—If the adjusted basis of the conversion facility 
(computed without regard to subsection (e)) exceeds the adjusted basis com- 
puted under subsection (e), the depreciation deduction provided by section 167 
shall, despite the provisions of subsection (a) (2) of this section, be allowed with 
respect to such conversion facility as if the adjusted basis for the purpose of 
such deduction were an amount equal to the amount of such excess. 

“(g) Lire TENANT AND REMAINDERMAN.—In the case of property held by one 
person for life with remander to another person, the amortization deduction 
provided in subsection (a) shall be computed as if the life tenant were the 
absolute owner of the property and shall be allowed to the life tenant. 
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“(h) Cross REFERENCE.— 


“For special rule with respect to gain derived from the sale or exchange of property, 
the adjusted basis of which is determined with regard to this section, see section 1238,” 


(c) The table of sections for such part is amended by adding at the end thereof 


“Sec. 180. Amortization of certain facilities of small businesses adversely affected 
by foreign trade policies.” 

(d) Section 1238 of the Internal Revenue Code of 1954 (relating to amortiza- 
tion in excess of depreciation) is amended by inserting after “section 168 (re 
lating to amortization deduction of emergency facilities)” the following: “or 
section 180 (relating to amortization deduction of certain facilities of small 
businesses adversely affected by foreign trade policies)”. 

(e) The amendments made by this section shall apply only to taxable years 
ending after the date of the enactment of this Act. 


[S. 1666, 86th Cong., 1st sess.] 


A BILL To amend the Small Business Act of 1953 to include within the definition ofa 
small business concern certain agricultural enterprises 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 203 of the Small Business Act 
of 1953 is amended to read as follows: 

“Sec. 203. (a) For the purposes of this title, a small business concern (1) 
shall be deemed to be one which is independently owned and operated and which 
is not dominant in its field of operation; and (2) shall include, along with other 
types of business enterprises, (A) any corporation engaged in the raising for 
sale of agricultural products (including livestock, poultry, bees, or birds), the 
processing or canning of such products for sale, or the developing, leasing, or 
sale of farms, or lands for the production of such products, or (B) any individ- 
ual, cooperative, partnership, association, or other entity engaged in the sale of 
such products. 

“(b) In addition to the criteria contained in subsection (a), the Administra- 
tion, in making a detailed definition, may use, among other criteria, the follow- 
ing: Number of employees and dollar volume of business.” 


{S. 1777, 86th Cong., 1st sess. ] 


A BILL To authorize assistance under the Small Business Act to small business concerns 
displaced as a result of urban renewal activities under the Housing Act of 1949 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That subsection (b) of section 7 of the Small 
Business Act is amended— 

(1) by striking out “and” at the end of paragraph (1); 

(2) by striking out the period at the end of paragraph (2) and inserting 
in lieu thereof “‘; and” ; and 

(3) by adding at the end of such subsection a new paragraph as follows: 

“(3) To make such loans (either directly or in cooperation with banks or 
other lending institutions through agreements to participate on an immediate 
or deferred basis) as the Administration may determine to be necessary of 
appropriate to any small-business concern if the Administration determines that 
such concern has suffered substantial economic injury (for which reimburse 
ment or compensation is not otherwise made, exclusive of relocation payments, if 
any, under section 106(f) of the Housing Act of 1949), as a result of its dis 
placement by an urban renewal project included in an urban renewal area re 
specting which a contract for capital grant has been executed under such Act.” 


{S. 1879, 86th Cong., 1st sess.] 
A BILL To amend the Small Business Act, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United State 
of America in Congress assembled, That this Act may be cited as the “Smal 
Business Act Amendments of 1959”. 
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Sec. 2. As used in this Act, unless otherwise indicated, references to “the Act” 
are to the Small Business Act, approved July 18, 1958 (72 Stat. 384), as 
amended by the Small Business Investment Act of 1958, approved August 21, 
1958 (72 Stat. 689). 
Sec. 3. Subsection 4(c) of the Act is amended— 
(1) by striking out ‘$900,000,000" each place it appears and inserting in 
lieu thereof “$1,100,000,000” ; and 
(2) by striking out ‘‘$500,000,000” where it appears in the fifth sentence 
and inserting in lieu thereof ‘‘$700,000,000”. 
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: = Sec. 4. Subsection 5(b) of the Act is amended by adding at the end thereof 
small a new paragraph (10) to read as follows: 
“(10) Section 3648 of the Revised Statutes (31 U.S.C. 529) shall not apply 
years to prepayments of rentals made by the Administration on safety deposit boxes 
used by the Administration for the safeguarding of instruments held as security 
for loans or for the safeguarding of other documents.” 
Sec. 5. Section 10 of the Act is amended— 
(1) by striking out “every six months” from the first sentence of sub- 
section (a) and inserting in lieu thereof “, on June 30 of each year,”; 
on (2) by striking out ‘‘and December 31” from subsection (b) ; 
(3) by striking out subsection (c) ; and 
(4) by respectively redesignating subparagraphs (d), (e), and (f) as 
States (c), (d), and (e). 
ss Act Sec. 6. If any provision of this Act, or the application thereof to any person 
or circumstances, is held invalid, the remainder of this Act, and the application 
n so of such provision to other persons or circumstances, shall not be affected thereby. 
whic 
1 other 
7 = [S. 2032, 86th Cong., 1st sess.] 
ing, or A BILL To amend the Small Business Act 
a Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That the fifth sentence of section 2(a) of 
nistra- the Small Business Act is amended by inserting after “contracts”, each place 
follow: the term appears, the following: “or subcontracts”. 
Sec. 2. Section 8(b) of the Small Business Act is amended— 
(1) by striking out paragraph (7) and inserting in lieu thereof the 
following: 
(7) to certify to Government procurement officers, and officers engaged 
in the sale and disposal of Federal property any small-business concern or 
meen group of such concerns as qualified to perform a specific Government con- 
49 tract. In any case in which a small-business concern or group of such 
concerns has been certified by or under the authority of the Administration 
L States to be a qualified Government contractor as to a specific Government contract, 
e Small the officers of the Government having procurement or property disposal 
powers are directed to accept such certification as conclusive, and are au- 
5 thorized to let such Government contract to such concern or group of 
nserting concerns without requiring it to meet any other qualification ;” ; 
(2) by inserting in paragraph (8) after “reports” the following: “and 
follows: records for review”; and 
anks of (3) by striking out paragraph (11) and inserting in lieu thereof the 
mediate following: 
ssary oF (11) to make studies of the Government procurement process at all 
nes that stages thereof (including the observation of any negotiations and award 
imburse board discussions) and to make recommendations to the appropriate Fed- 
ments, if eral agency to insure that a fair proportion of the total purchases and 
Pits dis contracts or subcontracts for property and services for the Government be 
area re placed with small-business enterprises, to insure that a fair proportion of 
ich Act.” Government contracts (including subcontracts made pursuant thereto) for 
research and development be placed with small-business concerns, to insure 
that a fair proportion of the total sales of Government property be made 
to small-business concerns, and to insure a fair and equitable share of 
materials, supplies, and equipment to small-business concerns ;”’. 
Section 15 of the Small Business Act is amended by striking out the second 
comma and inserting in lieu thereof the following: “(including subcontracts 
1% and purchases of supplies made pursuant thereto) ,”. 
1e S 
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{S. 2139, 86th Cong., 1st sess.] 
A BILL To amend the Small Business Investment Act of 1958, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That this Act may be cited as the “Small 
Business Investment Act Amendments of 1959.” 

Sec. 2. As used in this Act, unless otherwise indicated, references to “the 
Act” are to the Small Business Investment Act of 1958, as approved August 21, 
1958 (72 Stat. 689). 

Sec. 3. Section 103 of the Act is amended by deleting the paragraph numbered 
(4) and inserting, in lieu thereof, the following: 

“the term ‘State’ includes the several States, the Territories and posses- 
sions of the United States, the Commonwealth of Puerto Rico, and the 
District of Columbia.” 

Sec. 4. Subesection 301(d) of the Act is amended by deleting the paragraph 
thereof numbered (9) ; and by respectively redesignating the paragraphs thereof 
numbered (10) and (11) as (9) and (10). 

Sec. 5. Subsection 302(b) of the Act is amended by deleting the first word 
and inserting, in lieu thereof, the following: “Notwithstanding the provisions of 
section 6(a) (1) of the Bank Holding Company Act of 1956, shares.” 

Sec. 6. Section 304 of the Act is deleted and in lieu thereof there shall be 
inserted the following: 

“Seo. 304. (a) It shall be a function of each small business investment com- 
pany to provide a source of equity capital for incorporated small business con- 
cerns, in such manner and under such terms as the small business investment 
company may fix with the approval, by regulation or otherwise, of the Admin- 
istration. 

(b) Before any capital is provided to a small business concern under this 
section— 

(1) the company may require such concern to refinance any or all of its 
outstanding indebtedness:so that the company is the only holder’ of any 
evidence of indebtedness of such concern; and 

(2) except as provided in regulations issued by the Administration, such 
concern shall agree that it will not thereafter incur any indebtedness with- 
out first securing the approval of the company and giving the company the 
first opportunity to finance such indebtedness.” 

Sec. 7. If any provision of this Act or the application thereof to any person 
or circumstances, is held invalid, the remainder of this Act, and the application 
of such provision to other persons or circumstances, shall not be affected thereby. 


(The following reports on this legislation have been received from 
varlous agencies :) 


SMALL BUSINESS ADMINISTRATION, 
Washington, D.C., June 19, 1959. 
Re S. 1666: To amend the Small Business Act of 1953 to include within the 
definition of a small business concern certain agricultural enterprises. 
Hon. A. WILLIs ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear SENATOR ROBERTSON: Further reference is made to your letter of April 
15, 1959, requesting my comments on the captioned bill. 

S. 1666 is evidently designed to empower this agency to provide financial 
and other forms of assistance, pursuant to the Small Business Act, to four types 
of enterprises: 


1. Corporations engaged in the raising of agricultural products for sale 


At the present time, all of the Government’s loan programs for farmers are 
administered by the Department of Agriculture. Under its supervision, the 
Farmers Home Administration makes loans to individual farmers for operating 
purposes, for the improvement or purchase of farms, for soil and water con- 
servation, ete. Although corporations engaged in farming are not eligible for 
assistance under these normal programs, they may obtain loans from the 
Farmers Home Administration under emergency conditions, as where their 
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production is disrupted by natural calamity. If a normal loan program is to 
be established for corporations engaged in farming, it should not, as proposed 
by S. 1666, be segregated from the closely related lending activities of the 
Department of Agriculture and delegated to the Small Business Administration. 

Moreover, this agency lacks the technical knowledge of farming which is 
indispensable to proper administration of such a program. If the Congress 
were to delegate the task to us, we should be compelled to call upon the De- 
partment for advice in deciding such essential questions as the ability of 
an applicant to repay, the value and sufficiency of collateral, ete. 

For the foregoing reasons I believe that, if the Congress finds it desirable 
to establish a normal loan program for corporations engaged in farming, the 
duty of administering it should be assigned to the Department of Agriculture. 


2. Corporations engaged in the processing or canning of agricultural products 
for sale 

This agency has always recognized that the processing or canning of agricul- 
tural products for sale are commercial rather than agricultural enterprises 
We have made a large number of business loans, under the provisions of exist- 
ing law, to firms engaged in such operations. Since this portion of the bill gives 
the Small Business Administration authority which it already possesses, I do 
not recommend its enactment. 


38. Corporations engaged in the developing, leasing or sale of farms or lands for 
the production of agricultural products 

A corporation which develops, leases or sells lands to be farmed by others is 
engaged in a commercial rather than an agricultural enterprise. Accordingly 
it may, if otherwise eligible, obtain a business loan from the Small Business 
Administration. Since this portion of the bill gives the Administraton authority 
which it already possesses, I do not recommend its enactment. 

The Loan Policy Board of this Administration, in the exercise of the dis- 
cretion conferred upon it by section 4(d) of the Small Business Act, has estab- 
lished the principle that financial asistance is not to be given which will provide 
funds for speculation in any kind of property, real or personal, or which will free 
funds for such speculation. A loan application from a corporation engaged in 


this third type of enterprise would, of course, be examined in the light of that 
principle. 


4. Individuals, cooperatives, partnerships, associations or other entities en- 
gaged in the sale of agricultural products 


Taken literally, this portion of the bill would seem to entitle farmers to loans 
from the Small Business Administration since they are engaged in the sale, 
as well as the production, of agricultural products. I feel sure, however, that 
such is not the intent. The purpose, I’ believe, is to benefit concerns which 
buy agricultural products for resale. 

Thus construed, this portion of the bill would effect no change in existing 
law. Concerns which buy agricultural products for resale are clearly engaged 
in commercial rather than agricultural enterprises. They may, if otherwise 
eligible, obtain business loans from this agency. We have made hundreds of 
such loans to wholesale and retail grocers. 

Sinee this portion of the bill gives the Small Business Administration au- 
thority which it already possesses, I do net'recommend its enactment. 

The Bureau of the Budget has no objection to the submission of this report. 

Sincerely yours, 
WENDELL B. BARNES, 
Administrator. 


SMALL BUSINESS ADMINISTRATION, 
Washington, D.C., August 4, 1959. 

Re S. 2032, to amend the Small Business Act 

Hon. A. WILLIS ROBERTSON, 

Chairman, Committee on Banking and Currency, 

U.S. Senate, Washington, D.C. 


DEAR SENATOR ROBERTSON: Further reference is made to your letter of 


May 22, 1959, requesting our comments on S. 20382, a bill to amend the Small 
Business Act. 
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The Small Business Administration is in accord with the purposes of the bill. 
We believe the extension of the statement of the congressional small business 
policy to subcontracts will help to improve the opportunities of small concerns 
in this area. 

Section 2(1) of the bill would clarify the applicability of certificate of com- 
petency issued by this agency pursuant to section 8(b)(7) of the Small Busi- 
ness Act. Since introduction of the bill, the Comptroller General in decision 
No. B139366, dated June 24, 1959, held that the term “ ‘capacity’ as used in see- 
tion 8(b)(7) has reference to the overall ability of a prospective small business 
contractor to meet quality, quantity, and time requirements of a procure. 
ment * * *.” and that “elements of responsibility relating to [the bidder’s] abil- 
ity to perform, experience, skill, ‘know-how’, technical knowledge, ete., are 
included within the certificate of competency * * *.” 

In our opinion this decision obviates the necessity of amending section 
8(b)(7) in order to accomplish the congressional objective that this agency 
should determine the ability of a small business concern to perform a specific 
contract. 

Sections 2(2) and 2(3) of the bill would amend sections 8(b) (8) and (11) of 
the Small Business Act, respectively, to authorize this agency to obtain for re 
view records concerning letting of contracts and subcontracts and making of 
loans from Federal agencies engaged in procurement or engaged in financing 
procurement or production, and to study the procurement process. No objection 
is interposed to these proposed changes. 

It is to be noted that section 2(3) of the bill does not permit this agency to 
study the disposal process in the same way it can study the procurement proc- 
ess, even though our authority to make recommendations applies to both pro- 
curement and disposal. The authority to make studies should be the same in 
both instances. Accordingly, I suggest that the words “and disposal’ be in- 
serted on page 2, line 18 of the bill immediately preceding the word “process.” 

Section 3 of the bill would extend the joint determination set-aside program 
to subcontracts. One of the principal areas in which this subcontract set-aside 
program would be expected to operate is in the weapons-system type of pro- 
curement. This procurement method was the subject of hearings conducted by 
under investigation by the Subcommittee for Special Investigations of the Com- 
mittee on Armed Services of the House of Representatives. Additionally, it is 
anticipated that the Committee on Armed Services of the Senate, which is con- 
sidering S. 500, will look into the problems of subcontracting under this pro- 
curement system. 

While I favor legislation to insure small firms receiving a fair share of Gov- 
ernment subcontracts, I believe it may be desirable to withhold taking action 
on section 3 of the bill until the records of the hearings being conducted by the 
House committee and to be conducted by the Committee on Armed Services of 
the Senate are completed and are available for study. 

The Bureau of the Budget has advised that it has no objection to the sub- 
mission of this report. 

Sincerely yours, 
WENDELL B. Barnes, Administrator. 


TREASURY DEPARTMENT, 
Washington, D.C., June 16, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


My Dear Mr. CHAIRMAN: Reference is made to your requests for the views 
of this Department on S. 1340, to provide for disaster loans to small business 
concerns which suffer economic injury due to federally aided highway con- 
struction programs, S. 1351, to authorize assistance under the Small Business 
Act of 1953 to certain small business concerns displaced as a result of urban 
renewal activities under the Housing Act of 1949, and S. 1777, to authorize 
assistance under the Small Business Act to small business concerns displaced 
as a result of urban renewal activities under the Housing Act of 1949. 

Under the Small Business Act, loans to small business concerns are generally 
limited to loans having a term of 10 years, bearing interest at a rate not to 
exceed 5% percent, and of such sound value or so secured as reasonably to 
assure repayment. More liberal terms are provided, however, with respect to 
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disaster loans and loans to small business concerns which suffer substantial 
economic injury due to drought or excessive rainfall. Such loans may be for a 
term of 20 years, bear interest at not to exceed 3 percent, and require no col- 
lateral. The effect of the bills would be to extend these more liberal loan pro- 
visions of the Small Business Act to small business concerns displaced by urban 
renewal projects or affected by condemnation proceedings under the Federal 
highway program. 

The Department would be opposed to the enactment of the bills. While there 
may be some justification to grant special treatment to small business concerns 
which suffer because of catastrophes, the same considerations do not apply in 
the case of small business concerns affected by Federal highway and urban 
renewal programs. In the case of a small business whose property is destroyed 
or damaged by a disaster, or who suffers economic injury as a result of such 
disaster, there is no provision for direct payment for the loss or damage by the 
Federal Government. When property of small business concerns is condemned 
in connection with highway and urban renewal programs, however, the owner 
of the condemned property receives compensation for the value of the property. 
In the case of urban renewal projects, small business concerns may also be paid 
up to $2,500 for moving expenses and for actual direct loss of property resulting 
from relocation. Consequently, we see no compelling need to grant such small 
business concerns additional preferential treatment. Moreover, the enactment 
of the bills would establish an undesirable precedent that could lead to demands 
for Government assistance through the Small Business Administration in other 
areas where businesses might be affected by Federal programs and activities. 
Should Federal assistance be justified in certain circumstances, it would be 
sounder fiscal practice to effect appropriate compensation under enabling legis- 
lation for the particular program, rather than to conceal the cost of such as- 
sistance by shifting the burden to the Small Business Administration with a 
subsidized interest rate on loans. 

The Department has been advised by the Bureau of the Budget that there is 
no objection to the submission of this report to your committee. 

Very truly yours, 
LAURENCE B. ROBBINS, 
Acting Secretary of the Treasury. 


TREASURY DEPARTMENT, August 5, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


My Dear Mr. CHARMAN: Reference is made to your letter of April 9, 1959, 
requesting the views of this Department on 8. 1609, to provide assistance to small 
business concerns to facilitate adjustments made necessary by the foreign trade 
policy of the United States, and for other purposes. 

The proposed legislation would authorize the Small Business Administration 
to make loans to small business concerns which have been adversely affected 
by the foreign trade policy of the United States, authorize the Secretary of 
Commerce to provide technical assistance and advice to such concerns, authorize 
the Secretary of Labor to provide unemployed individuals whose last regular 
employment was in such concerns, suitable training and facilities for moving 
such individuals and their families to new employment areas, and provide accele- 
rated tax amortization with respect to the facilities to such concerns. 

The President’s Commission on Foreign Economie Policy (the Randall Com- 
mission), which early in 1954 reported to the President and the Congress the 
results of its comprehensive review, addressed itself to the general problem 
presented by S. 1609. One member of the Commission urged a program of 
Government assistance to communities, employers, and workers to facilitate ad- 
justment in case injury should be caused by tariff changes. This program in- 
cluded, among other things, assistance in the form of loans, technical assistance, 
and accelerated tax amortization on new plant and equipment. However, the 
Commission decided that it could not recommend the proposal to the Govern- 
ment. The President did not include propusals of this type in his message on 
foreign economic policy. 
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Accordingly, this Department does not favor the enactment of S. 1609. 
The Department has been advised by the Bureau of the Budget that there ig 
no objection to the submission of this report to your committee. 
Very truly yours, 
LAURENCE B. RosBsINs, 
Acting Secretary of the Treasury. 


TREASURY DEPARTMENT, 
Washington, D.C., July 2, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

My Dear Mr. CHAIRMAN: Reference is made to your request for the views of 
this Department on S. 1879, to amend the Small Business Act, and for other 
purposes. 

The bill would (1) increase by $200 million the Small Business Administra- 
tion revolving fund and business loan authorization; (2) permit the Adminis- 
tration to make prepayments of rent on safety deposit boxes; (3) place reports 
to the President and the Congress by the Administration on an annual, in lieu 
of a semiannual, basis; and (4) eliminate certain surveys and reports required 
to be made by the Attorney General under the Small Business Act. 

The Department would have no objection to the enactment of the bill, 

The Department has been advised by the Bureau of the Budget that there 
is no objection to the submission of this report to your committee. 

Very truly yours, 
LAURENCE B. ROBBINS, 
Acting Secretary of the Treasury. 


TREASURY DEPARTMENT, 
Washington, D.C., July 8, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

My Dear Mr. CHAIRMAN: Reference is made to your letter of June 10, 1959, 
requesting the views of this Department on S. 2139, to amend the Small Busi- 
ness Investment Company Act of 1958 and for other purposes. 

The proposed legislation would amend the Small Business Investment Com- 
pany Act of 1958 (Public Law 85-699) to remove the authorization for in- 
vestment companies to act as depositories or fiscal agents of the United States; 
(2) to permit subsidiaries of bank holding companies to form investment com- 
panies in which they own more than 25 percent of the voting shares; (38) te 
remove statement that providing equity capital is the “primary” function of in- 
vestment companies; (4) to eliminate the restriction that equity capital for 
small business concerns can be provided only through convertible debentures; 
and (5) to eliminate the requirement that small business concerns must pur 
chase stock in the investment company that provides it with equity capital. 

This Department would have no objection to the proposed legislation. 

The Department has been advised by the Bureau of the Budget that there 
is no objection to the submission of this report te your committee. 

Very truly yours, 
LAURENCE B. ROBBINS, 
Acting Secretary of the Treasury. 





GENERAL COUNSEL OF THE DEPARTMENT OF DEFENSE, 
Washington, D.C., Juiy 15, 1959. 

Hon. A. WILLIS RoBerRTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate. 

Dear MR. CHAIRMAN: Reference is made to your request for the views of the 
Department of Defense on S. 2032, 86th Congress, a bill to amend the Small 
Business Act. 


Section 1 of the bill would amend section 2 of the act to include the worl] 
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the policy declaration of the Congress that the Government should aid small 
business and insure that a fair proportion of contracts is placed with small 
business concerns. This amendment appears unnecessary in order to establish 
small business programs in the subcontract area. Such programs have already 
been established within the Department of Defense. Furthermore, a program 
of active Cooperation with the Small Business Administration toward increasing 
subcontracting to small business has been underway for a considerable period 
of time. 

Section 2 of the bill would make certain amendments to paragraphs (7), (8), 
and (11) of section 8(b) of the act. Paragraph (7) now provides that the Small 
Business Administration will furnish to contracting agencies certificates of com- 
petency as to the capacity and credit of small business firms to perform contracts. 
The proposed amendment contained in the bill would enlarge greatly the scope 
of such certificates by providing that they would be addressed to the qualification 
of a small business concern to perform a contract. The Department of Defense 
is opposed to the proposed amendment to paragraph (7). While the scope of 
certificates of competency under the present provisions of section 8(b) (7) might 
be clarified, it is the Department of Defense position that such certificates should 
continue to be limited to the adequacy of financing, facilities, materials, and 
personnel for performance of specific contracts and that other elements which 
the contracting agency considers in determining the overall responsibility of pro- 
spective contractors such as experience, past performance (not due to previous 
lack of financing, facilities, materials, and personnel), integrity, know-how, and 
quality of production should properly remain the decision of the contracting 
agency. 

The Department of Defense is also opposed to that provision of the bill which 
would amend paragraph (8) of the above section to require contracting agencies 
to furnish the Small Business Administration “records for review’. The exact 
meaning of this term is not clear and appears too broad. The requirement could 
apply to all types of records involving the letting of contracts and subcontracts, 
whether or not classified and whether or not they were directly pertinent to the 
responsibilities of the Small Business Administration. 

The amendment to paragraph (11) of section 8(b) which would authorize 
the Small Business Administration to make studies of the Government procure- 
ment processes at all stages thereof (including the observation of any negotiations 
and award board discussions), is likewise objectionable. It is not believed that 
another agency, which is not a party to the contract, should be given the right 
to observe “any negotiations and award board discussions.” Under present 
procedures Small Business Administration representatives are given the oppor- 
tunity to screen proposed procurements and to make recommendations as to the 
participation by small business concerns in these procurements. However, actual 
negotiations and decisions of award boards are peculiarly within the responsi- 
bility of the procuring agency and the participation in them by a representative 
of an agency not responsible for the procurement is undesirable and without 
precedent. 

That portion of the amendment to paragraph (11) which would permit the 
Small Business Administration to make recommendations to contracting agencies 
with respect to subcontracts as well as prime contracts is not objectionable but 
would appear unnecessary in that such recommendations can and have been made 
under the existing provisions of the act. 

The bill would amend section 15 of the act to include subcontracts and pur- 
chases under prime contracts within the scope of the joint determination pro- 
cedure now provided in that section. Section 15 of the act now authorizes set- 
asides to small business in the field of prime contracts as jointly determined by 
the Small Business Administration and the contracting agency in accordance 
with the criteria set forth in that section. It is believed that the application 
of the set-aside process in the subcontracting field would introduce a rigid control 
over the prime contractor in the fulfillment of his contractual obligation. Such 
action would not only dilute the prime contractor’s responsibility, but could 
result in less satisfactory performance of the contract than that which would 
be achieved without such set-asides. Such a procedure would be detrimental to 
defense procurement. Under present procedures the Department of Defense has 
established a subcontracting program designed to encourage prime contractors to 
subcontract to the maximum extent possible with small business concerns. This 
Department intends to continue such programs and it is not believed that any 
change in the Small Business Act is required to accomplish this objective. 
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In view of the above, the Department of Defense does not recommend the 
enactment of S. 2082. 


The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report to the Congress. 
Sincerely yours, 
ROBERT DECHERT. 


DEPARTMENT OF JUSTICE, 
July 17, 1959. 

Hon. A. WILLIS ROBERTSON, 

Chairman, Committee on Banking and Currency, 

U.S. Senate, Washington, D.C. 


Dear SENATOR: This is in response to your request for the views of the Depart- 
ment of Justice concerning the bill (S. 1666) to amend the Small Business Act of 
1953 to include within the definition of a small-business concern certain agricul- 
tural enterprises. 

The bill states that it is amending section 203 of the Small Business Act of 1958. 
However, section 203 has been superseded by new section 3 of the act (Public Law 
$5-536, July 18, 1958, 72 Stat. 384; 15 U.S.C. 682). 

Section 3 of the Small Business Act defines a “small-business concern as one 
which is independently owned and operated and which is not dominant in its 
field of operation.” The bill would amend the section so as to add that such 
definition “shall include, along with other types of business enterprises, (A) any 
corporation engaged in the raising for sale of agricultural products (including 
livestock, poultry, bees, or birds), the processing or canning of such products for 
sale, or the developing, leasing, or sale of farms, or lands for the production of 
such products, or (B) any individual, cooperative, partnership, association, or 
other entity engaged in the sale of such products.” 

The subject of this legislation is not a matter for which the Department of 
Justice has primary responsibility, and accordingly we make no recommendation 
as to the enactment of the bill. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 

Sincerely yours, 
LAWRENCE BEB. WALSH, 
Deputy Attorney General. 


DEPARTMENT OF JUSTICE, 
July 17, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear SENATOR: This is in response to your request for the views of the Depart- 
ment of Justice concerning the bill (S. 1879) to amend the Small Business Act, 
and for other purposes. 

The bill would amend section 4(c) of the Small Business Act to increase the 
total authorization for the Small Business Administration from $900 million to 
$1,100 million, in order to increase the amount available for business loans under 
section 7(a) from $500 million to $700 million. Also, it would amend section 5(b) 
of the act to add a new paragraph (10) to provide that Revised Statutes 3648 
(31 U.S.C. 529) shall not forbid prepayment of rentals on safety deposit boxes. 
Finally, it would amend section 10 of the act by requiring that the Administrator 
report annually rather than semiannually on contracts let and funds expended, 
and by eliminating the requirement that the Attorney General report on operations 
under the act. 

The proposed amendments relating to authorizations, safety deposit box rentals, 
and the Administrator’s reports are not matters for which the Department of 
Justice has primary responsibility, and accordingly we make no recommendation 
as to their enactment. 

Section 10(c) of the act directs the Attorney General to make surveys t0 
determine the existence of “any factors which may tend to eliminate competition, 
create or strengthen monopolies, injure small business, or otherwise promote 
undue concentration of economic power in the course of the administration of 
this act,” and to submit reports as to such surveys, with such recommendations 
as may be warranted. 
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These duties overlap and substantially duplicate similar obligations else- 
where assigned the Small Business Administration and this Department. Sec- 
tion 10 requires the Administration to report on its operations under the act, 
and under section 8(c), those operations include study of “matters materially 
affecting the competitive strength of small business and of the effect on small 
business of Federal laws, programs, and regulations.” It is also noted that 
those action programs authorized by the act which have the greatest potential 
impact on the competitive system—joint research and development programs 
and the voluntary agreements which carry antitrust immunity—are specifically 
required to be subject to consultation with the approval by the Attorney General. 

The surveys required under section 10(c) have uncovered no indication that 
the Administration’s reports do not fully reveal to the Congress and the Presi- 
dent the impact of its aid to small business on the free enterprise competitive 
system and, for the above reasons, the Department of Justice favors the enact- 
ment of the amendment relieving the Attorney General of the reporting duties 
assigned him under the present act. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 

Sincerely yours, 
LAWRENCE E. WALSH, 
Deputy Attorney General. 


DEPARTMENT OF JUSTICE, 
July 15, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR: This is in response to your request for the views of the De- 
partment of Justice concerning the bill (S. 2032) to amend the Small Busi- 
ness Act. 

The bill would amend the declaration of policy in section 2(a) of the Small 
Business Act so as to state that it is the declared policy of the Congress that 
a fair proportion of Government subcontracts shall go to small business enter- 
prises, as well as contracts as provided for in the present declaration of policy. 
The bill would also amend section 8(b)(7) of the act, relating to the certifica- 
tion by the Small Business Administration of “the competency, as to capacity 
and credit” of particular small business concerns to perform Government con- 
tracts. The measure would also amend section 8(b)(8) by providing that the 
Government procurement agencies which are now obligated to furnish the 
administration reports on contracts and subcontracts shall furnish as well the 
relevant basic records for review. A further amendment is proposed to section 
8(b) (11) authorizing the Administration studies of small business’ share of 
Government procurement contracts to include study of the small business share 
of subcontracts, particularly research and development contracts. Finally, the 
bill would amend section 15 of the act to provide that SBA’s existing authority 
to agree with a procurement agency as to the share of its procurement to be 
allotted small business would be extended to include subcontracting. 

The subject of this legislation is not a matter for which the Department of 
Justice has primary responsibility, and accordingly we make no recommendation 
as to the adoption of the bill. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 

Sincerely yours, 
LAWRENCE FE. WALSH, 
Deputy Attorney General. 


DEPARTMENT OF AGRICULTURE, 


Washington, D.C., June 1, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, U.S. Senate. 


Deak SENATOR Ropertson: This is in response to your request of April 15 for 
a report from this Department concerning S. 1666, a bill to amend the Small 
Business Act of 1958 to include within the definition of a small business concern 
certain agricultural enterprises. 

We do not recommend enactment of the proposed bill. 
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S. 1666 is identical with S. 2825, 85th Congress, 1st session, upon which this 
Department reported unfavorably on November 7, 1957. It is our understand. 
ing that the principal change which this bill would make in the authorities of 
the Small Business Administration would be to enable that agency to make loans 
to corporations to enable them to engage in raising agricultural products for sale. 
We are informed that the Small Business Administration is presently authorized 
to make loans to corporations engaged in the processing or canning of agricul- 
tural products for sale or to those engaged in developing, leasing, or sale of 
lands for the sale of such products. That agency is also presently authorized to 
make loans to corporations, individuals, cooperatives, partnerships, associations, 
and other entities engaged in the sale of agricultural products. 

Commodity Credit Corporation makes price support loans to cooperatives and 
other corporations engaged in the production or marketing of agricultural com- 
modities and makes farm-storage facility loans to such concerns engaged in the 
production of grain. Existing statutory authorities of this Department’s other 
regular loan programs contain positive prohibition against making loans to any 
corporations or cooperatives for any purpose, or to any person, including corpo- 
rations, for the purpose of carrying on any land purchase or land leasing pro- 
grams. The Department does have authority. however, under its emergency 
loan programs to make loans to corporations already engaged in the raising of 
agricultural products for sale. These loans are available in areas designated 
because of widespread production losses or economic conditions which create a 
need for emergency credit and are made for the purpose of assisting such corpo- 
rations to continue their normal operations. In view of this Department’s em- 
phasis on family-type farming operations we would not recommend that the 
yovernment finance corporations engaged in the production of agricultural prod- 
ucts except as presently authorized. 

The Bureau of the Budget advises that there is no objection to the submis- 
sion of this report. 

Sincerely yours, 
TRUE D. MorsgE, Acting Sccretary. 


THE SECRETARY OF COMMERCE, 
Washington, D.C., June 22, 1959. 


Hon. A. WILitIs ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DEAR Mr. CHAIRMAN: This is in reply to your request for the views of this 
Department concerning S. 1340, a bill to provide for disaster loans to small busi- 
ness concerns which suffer economic injury due to federally aided highway con- 
struction programs. 

The bill would amend section 7(b) (1) of the Small Business Act (incorrectly 
cited as “section 8(b) (1) in the bill) to authorize the Small Business Admin- 
istration to make disaster loans to small business concerns affected by condemna- 
tion proceedings pursuant to the construction of a Federal-aid highway. 

This Department does not recommend the enactment of S. 1340. 

Many small business concerns affected by highway condemnation proceedings 
may need financial assistance in reestablishing themselves since the cost of mov- 
ing personal property; loss of goodwill: inability to purchase suitable replace- 
ments for the amount paid by the Government and other types of damages are 
not compensable in condemnation cases. However, there does not appear to be 
any justification for considering such need as being similar to that resulting 
from floods or other catastrophes. Considerable notice is generally given in a 
condemnation proceeding, and opportunity is provided to the property owner to 
plan for the relocation of his business. 

Moreover, enactment of this bill would provide a preference to small business 
concerns affected by condemnation proceedings pursuant to the construction of 
2 Federal-aid highway. Small business concerns are also affected by condemna- 
tion proceedings pursuant to other Federal public works projects, such as those 
involving airports, urban renewal, and military bases. 

This Department believes that problems arising out of the displacement of 
small business concerns because of public works projects of the United States 
should be handled on a uniform basis. In this connection, attention is called 
to the fact that H.R. 1066, 86th Congress, 1st session, which is pending before 





the ¢ 
estat 
dure 
State 
miss 
woul 
emb! 

Fo 
1340 

TI 
the s 


cern 
of 1! 

7 
auth 
new 


and 
the 
Cor 
F 
bill 
v 
no 


Ho 
Ch 


19; 
the 
C01 


un 


this 
rand- 
es of 
loans 
sale, 
rized 
‘icul- 
le of 
od to 
ions, 


and 
com- 
1 the 
ther 
- any 
Or Po- 
pro- 
ency 
ig of 
lated 
ite a 
Orpo- 
em- 

the 
orod- 


ymis- 


this 
busi- 
con- 


ectly 
[min- 
mna- 


lings 
mov- 
lace- 
$s are 
to be 
Iting 
in a 
er to 


iness 
on of 
mna- 
those 


nt of 
tates 
alled 
efore 


SMALL BUSINESS AMENDMENTS OF 1959 


the Committee on Public Works, House of Representatives, provides for the 
establishment of a Commission to study and investigate the methods and proce- 
dures by which land is being acquired and compensation effected by the United 
States, each of the several States, and such other judicial bodies as the Com- 
mission in its opinion deems necessary to carry out the purposes of the act. It 
would seem appropriate for any such Commission to also study the matter 
embraced by S. 1340. 

For these reasons, this Department recommends against the enactment of S. 
1340. 

The Bureau of the Budget has advised that it would interpose no objection to 
the submission of this report to your committee. 

Sincerely yours, 
FREDERICK H. MUELLER, 
Under Secretary of Commerce. 


THE SECRETARY OF COMMERCE, 
Vashington, D.C., June 24, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
US. Senate, Washington, D.C. 


DEAR MR. CHAIRMAN: This letter is in reply to your requests for the views of 
this Department with respect to S. 1851 and S. 1777, similar bills to authorize 
assistance under the Small Business Act of 1953 to certain small business con- 
cerns displaced as a result of urban renewal activities under the Housing Act 
of 1949. 

The bills would amend section 7(b) of the Small Business Act so as to 
authorize loans to small business concerns displaced as a result of urban re- 
newal activities under the Housing Act of 1949. 

This Department recommends against enactment of these bills. 

Enactment of these bills would provide a preference to small business con- 
cerns affected by such displacement. Small business concerns are also affected 
by displacement pursuant to other Federal public works projects, such as those 
involving airports, highways, and military bases. 

Moreover, it would not appear justified to consider loans for urban renewal 
activities in the same category as the disaster loans now authorized in section 
7(b) of the Small Business Act for floods or other catastrophies. 

We believe that problems arising out of the displacement of small business 
concerns because of Federal public works projects of the United States should 
be handled on a uniform basis. In this connection, attention is called to H.R. 
1066, 86th Congress, which is now pending before the House Committee on Public 
Works. It provides for the establishment of a Commission to study the methods 
and procedures by which land is being acquired and compensation effected by 
the United States and the States. It would seem appropriate for any such 
Commission to also study the problems embraced by S. 1351 and 8. 1777. 

For these reasons, this Department recommends against enactment of these 
bills. 

We have been advised by the Bureau of the Budget that it would interpose 
no objection to the submission of this report to your committee. 

Sincerely yours, 
FREDERICK H. MUELLER, 
Under Secretary of Commerce. 


THE SECRETARY OF COMMERCE, 
Washington, D.C., June 19, 1959. 
Hon. A. WILLIS RoBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

Dear Mr. CHAIRMAN: This letter is in reply to your request dated April 15, 
1959, for the views of this Department with respect to S. 1666, a bill to amend 
the Small Business Act of 1953 to include within the definition of a small business 
concern certain agricultural enterprises. 

Enterprises which would be included within the definition of a small business, 
under this bill, would be those engaging in the raising for sale of agricultural 
products (including livestock, poultry, bees, or birds); in the processing or 
canning of such products for sale; in the developing, leasing or sale of farms 
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or lands for the production of such products; or any individual, cooperative, 
partnership, or association engaged in the sale of such products. 

It is the view of the Department of Commerce that these enterprises now have 
access to necessary assistance of the types provided under the Small Business Act, 
Those raising agricultural products presently have access to subsidies, loans, 
management and technical aids provided by the Department of Agriculture, 
Processing of agricultural products is now considered a business enterprise and 
has available the benefits of the Small Business Act. Real estate operators deal- 
ing in the development, sale, or leasing of farmlands are presently considered as 
service trades and have Small Business Act benefits available. 

Further, it appears to be in the best interest of good government, and in the 
overall public interest as well, that business (industry and commerce), and 
agricultural ventures, as these are commonly defined and understood, be served 
through their respective agencies as established. 

For these reasons, the Department of Commerce recommends that S. 1666 not 
be enacted. 

We have been advised by the Bureau of the Budget that there would be no 
objection to the submission of this report to your committee. 

Sincerely yours, 




















FREDERICK H. MUELLER, 
Under Secretary of Commerce. 








THE SECRETARY OF COMMERCE, 
Washington, D.C., June 25, 1959. 





Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear Mr. CHAIRMAN: This letter is in reply to your request of May 11, 1959, 
for the views of this Department with respect to S. 1879, a bill to amend the 
Small Business Act, and for other purposes. 

S. 1879 would increase by $200 million the limitation on total outstanding 
loans made by the Small Business Administration to small business concerns. 

The bill would also remove the mandatory requirement that the Attorney 
General cause to be made studies of factors affecting competition and strengthen- 
ing monopolies in the course of the administration of the Small Business Act, and 
make minor technical changes in the act. 

The Department of Commerce recommends enactment of S. 1879 in the belief 
that it would increase the effectiveness of the Small Business Act. 

The Bureau of the Budget has advised that it would interpose no objection 
to the submission of this report to your committee. 

Sincerely yours, 



















FREDERICK H. MUELLER, 
Under Secretary of Commerce. 








THE SECRETARY OF COMMERCE, 
Washington, D.C., July 8, 1959. 





Hon. A. Writts ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Deakz Mr. CHAIRMAN: This is in reply to your request of May 22, 1959, for 
the views of this Department with respect to S. 2032, a bill to amend the Small 
Business Act. 

S. 2032 would amend the Small Business Act to provide that small business 
concerns would receive the same treatment with respect to subcontracts now 
given with respect to prime contracts, i.e., preference when determined to be in 
the interest of full capacity for mobilization ; war or defense programs; or fair- 
ness to small business with respect to procurement. 

The bill also would provide that the certification to Government procurement 
officers of small business concerns as qualified to perform specific Government 
contracts would be general in nature rather than limited to capacity and credit 
as is now the case. 

The Department believes that every opportuniy should be given small business 
to participate in defense contracts. Insofar as preference may be given to small 
business in the subcontract area without depriving the prime contractor of his 
rights and obligations to perform his contract to the satisfaction of the Govern 
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ment, there may be merit in such a provision. However, it should not deprive 
the prime contractor of necessary control over the performance of his contract 
for which he assumes responsibility. 

However, with respect to the enactment of the amendments proposed in S. 2032, 
this Department would defer to the views of agencies more directly responsible 
for Government procurements. 

We have been advised by the Bureau of the Budget that it would interpose 
no objection to the submission of this report to your committee. 

Sincerely yours, 
FREDERICK H. MUELLER, 
Acting Secretary of Commerce. 


THE SECRETARY OF COMMERCE, 


Washington, D.C., June 23, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

DEAR Mr. CHAIRMAN: This letter is in reply to your request of June 10, 1959, 
for the views of this Department with respect to S. 2139, a bill to amend the 
Small Business Investment Act of 1958, and for other purposes. 

The bill would make technical amendments to the Small Business Investment 
Company Act of 1958. The most important of these amendments would: make 
clear that small business and investment companies are not banking institutions 
(and therefore subject to regulation under State banking laws); make the act 
more fully effective in permitting banks to invest in small business investment 
companies; and permit small business companies to make equity investments in 
small business concerns other than the purchase of convertible debentures to 
which the present law now limits them. 

This latter proposal would remove a serious defect in the original legislation 
and would greatly increase the services of successful operations on the part of 
the investment companies. The bill would also delete the present requirement 
that small businesses obtaining financing from a small business investment 
company must purchase stock in the investment company to the extent of a 
percentage of the loans made. Many objections have been raised to the current 
requirement of stock purchase, both by the prospective operators of investment 
companies and by the small business concerns which anticipate seeking financial 
assistance from the investment companies. In our view, this provision of the 
present law is not essential and could well be eliminated. 

For these reasons the Department of Commerce recommends enactment of 8, 
2139. 

We have been advised by the Bureau of the Budget that it would interpose no 
objection to the submission of this report to your committee. 

Sincerely yours, 
FREDERICK H. MUELLER, 
Under Secretary of Commerce. 


U.S. DEPARTMENT OF LABOR, 
Washington, June 8, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear SENATOR ROBERTSON : This is in further reply to your request for the views 
of this Department on S. 1609, a bill to provide assistance to small business 
concerns to facilitate adjustments made necessary by the foreign trade policy of 
the United States, and for other purposes. 

8. 1609 would provide governmental assistance to a small business enterprise 
which the Small Business Administrator finds is a member of an industry con- 
cerning which the President has not taken escape clause action upon a recom- 
mendation of the Tariff Commission within the time specified in the Trade Agree- 
ments Extension Act, and finds has actually suffered serious economic injury 
from these increased imports. Upon certification of such injury by the Adminis- 
trator the business concern could be aided by (1) loans; (2) technical assistance 
and advice from the Office of Area Development in the Department of Commerce ; 
and (3) tax advantages through amortization and depreciation. 
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The bill would also provide, under section 4, aid to unemployed individuals 
whose last regular employment was with a business enterprise eligible for assist. 
ance under the measure. This aid program, which would be administered by the 
Secretary of Labor, would include providing facilities and instruction for 
unemployed individuals in need of retraining, reemployment, vocational educa- 
tion or rehabilitation and paying household moving costs up to $150 when a job 
opportunity is available in another labor market area and the unemployed 
individual is willing to relocate. 

Special treatment for distressed areas should be considered on a broad basis 
rather than limiting such assistance to cases of injury resulting from a specific 
cause such as increased imports. We believe an area assistance program is more 
appropriate, and therefore oppose enactment of this bill. 

We note that secton 4 of the bill deals with vocational training for unemployed 
individuals. The Department of Labor does a great deal of work in the field of 
voeational training, and is at all times ready to provide technical assistance in 
setting up apprenticeship and other on-the-job training programs as requested. 
We do not believe, however, that the Secretary of Labor should be made respon: 
sible for providing actual facilities and instruction, as section 4 requires. 

We note that section 4 also authorizes the Secretary to provide moving costs 
for unemployed workers. Apart from questions that may be raised as to the 
desirability in principle of such legislation, there seems to be a fundamental 
inequity in singling out some, but not others, of the unemployed for assistance 
of this kind, as would be done by the bill. All involuntarily unemployed individ. 
uals should be eligible equally, regardless of the size or other characteristics of 
the firm from which they were separated. 

Finally, it should be pointed out that the term“unemployed individuals” is 
not defined. The term might be construed to include those who left employment 
voluntarily, those who were dismissed for other than economic reasons, as well 
as those who were dismissed for economic reasons other than the adverse effects 
of foreign. trade policy. 

The Bureau of the Budget advises that there is no objection to the submission 
of this report. 

Sincerely yours, 






















JAMES T. O'CONNELL, 
Under Secretary of Labor. 







HovUsING AND HOME FINANCE AGENCY, 
Washington, D.C., April 8, 1959. 

Re-S. 1351, 86th Congress. 

Hon. A. WILLIS ROBERTSON, 

Chairman, Committee on Banking and Currency, 

U.S. Senate, Washington, D.C. 


DEAR Mr. CHAIRMAN: This is in further reply to your March 11 letter request- 
ing the views of this Agency with respect to S. 1351, a bill to authorize assistance 
under the Small Business Act of 1953 to certain small business concerns dis- 
placed as a result of urban renewal activities under the Housing Act of 1949. 

This bill would provide for loans by the Small Business Administration, at no 
more than 3 percent interest and with maturities up to 20 years, for small busi- 
nesses displaced by federally aided urban renewal project activities. Those loan 
terms are the same as the law now provides for drought and disaster loans. The 
loans are to go to concerns which the Small Business Administrator finds have 
suffered a substantial and uncompensated economic injury. 

Concerns are, of course, already being paid for any real property condemned 
for an urban renewal project. Under section 106 of the Housing Act of 1949 they 
may also be paid up to $2,500 to reimburse them for moving expenses and for 
actual direct losses of property resulting from relocation. 

In addition, all ordinary small business concerns may obtain loans under sec- 
tion 7(a) of the Small Business Act, for a wide variety of purposes but at higher 
rates of interest and for shorter maturities than would be provided under this 
bill. These purposes include land and plant acquisition, plant improvement, the 
purchase of equipment and supplies, and working capital. There is no indication 
that displaced business concerns suffer any disadvantage in obtaining whatever 
of these loan funds they may need in addition to funds received as condemna- 
tion and relocation payments. This Agency has no basis for recommending that 
they receive the preferential treatment that this bill provides. 
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duals The Urban Renewal Administration, in the administration of its relocation 
iSSist- procedures, is constantly working to increase the services provided for dis- 
»y the placed businesses beyond the condemnation and relocation payments themselves. 
n for 


We feel that the very real problems faced by these concerns can be solved by 
careful relocation counseling, technical assistance, and referrals to new loca- 
tions. These services are already provided by a number of local public agencies 
that are carrying out urban renewal programs, and more localities are being 
encouraged to provide them. The Urban Renewal Administration, on its part, 
has distributed to the local public agencies specific instructions on the assistance 
now available to displaced businesses both under title I of the Housing Act of 
1949 and through the regular Small Business Administration loan program. 

We also question the wording of the bill, in providing loans for concerns suffer- 
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rloyed ing ‘“* * * a substantial economic injury (for which reimbursement or compensa- 
eld of tion is not otherwise made, exclusive of relocation payments, if any, made under 
nce in section 106(f) of the Housing Act of 1949) * * *.” We assume that the intent 
ested, of the phrase “exclusive of relocation payments” is to exclude from considera- 


espon: tion both the relocation payment and that portion of the economic injury for 
which the payment was made. Otherwise all concerns receiving substantial re- 
location payments would also be automatically eligible for loans under this 
program, even if they had no uncompensated injuries. This would of course, 
be entirely unjustified, and yet the wording appears to require this result. 

Finally, we note that the bill refers to the Small Business Act of 1953 before 
it was rewritten as the Small Business Act (Public Law 85-536). Conforming 
technical changes would, therefore, now be necessary in the event the bill re- 
ceives favorable consideration. 

We have been informed by the Bureau of the Budget that this report is with- 
out objection insofar as the Bureau is concerned. 

Sincerely yours, 
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HousING AND HOME FINANCE AGENCY, 
Washington, D.C., May 19, 1959. 
Re S. 1777, 86th Congress. 
















er, Hon. A. WILLIS ROBERTSON, 

Chairman, Committee on Banking and Currency, 

! U.S. Senate, Washington, D.C. 

1959. DrAR Mr. CHAIRMAN: This is in further reply to your April 24 letter request- 
ing the views of this Agency with respect to S. 1777, a bill to authorize assistance 
under the Small Business Act to small business concerns displaced as a result 
of urban renewal activities under the Housing Act of 1949. 

This bill would provide for loans by the Small Business Administration, at 
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carrying out urban renewal programs, and more localities are being encouraged 
to provide them. The Urban Renewal Administration, on its part, has dis. 
tributed to the local public agencies specific instructions on the assistance now 
available to displaced businesses both under title I of the Housing Act of 1949 
and through the regular Small Business Administration loan program. 

We also question the wording of the bill, in providing loans for concerns suf. 
fering “* * * substantial economic injury (for which reimbursement or con. 
pensation is not otherwise made, exclusive of relocation payments, if any, under 
section 106(f) of the Housing Act of 1949) * * *.” We assume that the intent 
of the phrase “exclusive of relocation payments” is to exclude from considera- 
tion both the relocation payment and that portion of the economic injury for 
which the payment was made. Otherwise all concerns receiving substantial 
relocation payments would also be automatically eligible for loans under this 
program, even if they had no uncompensated injuries. This would of course 
be entirely unjustified, and yet the wording appears to require this result. 

We have been informed by the Bureau of the Budget that this report is with. 
out objection insofar as the Bureau is concerned. 

Sincerely yours, 
NorRMAN P. MASON, Administrator. 


BOARD OF GOVERNORS, 
FEDERAL RESERVE SYSTEM, 
Washington, May 21, 1959. 
Hon. A. WILLIs ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

DeaR Mr. CHAIRMAN: This will advise you, in response to your letter of May 
11, 1959, that the Board has no comment on the bill S. 1879, to amend the Small 
Business Act, and for other purposes. 

Sincerely yours, 
C. CANBY BALDERSTON, 
Vice Chairman, 


BOARD OF GOVERNORS, 
FEDERAL RESERVE SYSTEM, 
Washington, June 23, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 

Dear Mr. CHAIRMAN: This is in response to your request of June 10, 1959, 
for a report on S. 2139, a bill to amend the Small Business Investment Act of 
1958, and for other purposes. 

The only provision of the bill which directly relates to the responsibilities of 
the Board is section 5, which amends section 302(b) of the Small Business In- 
vestment Act in order to permit a banking subsidiary of a bank holding com- 
pany to invest in the stock of a small business investment company, even if such 
investment would result in the small business investment company becoming 
a subsidiary of the bank’s parent holding company. This is not now permissible 
by reason of section 6(a) (1) of the Bank Holding Company Act, as that section 
has been construed by the Board in an interpretation published in the October 
1958 Federal Reserve Bulletin, at page 1161, a copy of which is enclosed. 

The Board does not object to the proposed amendment. Reconsideration of 
this matter might be called for in the future, however, if the authority conferred 
by the proposed amendment should be utilized by bank holding companies to 
acquire interests in nonbanking enterprises in a manner contrary to the purposes 
of the Holding Company Act. 

Sincerely yours, 


Wma. McC. Martin, Jr. 
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COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, May 27, 1959. 

Hon. A. WILLIS ROBERTSON, 

Chairman, Committee on Banking and Currency, 

U.S. Senate. 

Deak Mr. CHAIRMAN: Your letter of May 14, 1959, acknowledged May 15, re- 
quests our comments on 8. 1879. 

The bill is entitled “Small Business Act Amendments of 1959.” 

We have no special information as to need for or the desirability of the pro- 
posed legislation except as to section 4 of the bill which adds a new paragraph to 
subsection 5(b) of the Small Business Act of July 18, 1958, 72 Stat. 354, as 
amended by the Small Business Investment Act of 1958, approved August 21, 1958, 
72 Stat. 689. This new paragraph would have the effect of exempting from the 
prohibition against advance payments as contained in section 3648, Revised 
Statutes, 31 U.S.C. 529, prepayments of rentals made by the Administration for 
safety deposit boxes used by the Administration for the safeguarding of in- 
struments held as security for loans made to small business concerns and others. 

Section 3648 reads, in pertinent part: 

“No advance of public money shall be made in any case unless authorized by 
the appropriation concerned or other law. And in all cases of contracts for the 
performance of any service, or the delivery of articles of any description, for 
the use of the United States, payment shall not exceed the value of the service 
rendered, or of the articles delivered previously to such payment. * * *” 

By decision of June 38, 1955, B-123397, copy attached, to Mr. H. E. Cleek, 
authorized certifying officer, Small Business Administration, we held, in effect, 
that the prepayment of rent on a safety deposit box used by the Administration 
for the safeguarding of readily negotiable documents held as security for small 
business loans was in contravention of section 3648, Revised Statutes, and that 
since we found no provision of law authorizing the Administration to make pay- 
ments for goods or services before they are received, such payments were un- 
authorized. 

We have no reason to object to enactment of S. 1879. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, June 30, 1959. 

Hon. A. WiLtis ROBERTSON, 

Chairman, Committee on Banking and Currency, 

U.S. Senate. 

Deak Mr. CHAIRMAN: Reference is made to your letter of May 29, 1959, en- 
closing a copy of S. 2082, 86th Congress, 1st session, entitled “A bill to amend 
the Small Business Act,” and requesting a report on such proposed legislation. 

Section 1 of S. 2082 would amend section 2(a) of the Small Business Act, 
Public Law 85-536, to include subcontracts in the declaration of congressional 
policy that a fair proportion of total Government procurements be placed with 
small-business enterprises. The extension of the Small Business Act to the 
subcontract level is, of course, a matter of policy for the determination of the 
Congress. However, it is deemed appropriate to point out that section 1—707 of 
the Armed Services Procurement Regulation (ASPR) and 13 CFR 124.8—-13 and 
14 provide procedures to assist small business concerns in obtaining subcontracts 
under prime Government contracts. Also, in the case of Department of De- 
fense prime contracts exceeding $1 million which contain the standard clause 
entitled “Utilization of Small Business Concerns,” prime contractors are urged 
to establish and conduct a defense subcontracting small business program as 
outlined in section 1-707.3 of the ASPR. We have no independent knowledge, 
however, as to the effectiveness of this subcontracting program. 

Section 2 of the proposed legislation would amend section 8(b) of the Small 
Business Act by striking out paragraph 7 and inserting in lieu thereof the 
following : 

“(7) to certify to Government procurement officers, and officers engaged in 
the sale and disposal of Federal property and small-business concern or group 
of such concerns as qualified to perform a specific Government contract. In any 
case in which a small-business concern or group of such concerns has been cer- 
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tified by or under the authority of the Administration to be a qualified Govern- 
ment contractor as to a specific Government contract, the officers of the Govern- 
ment having procurement or property disposal powers are directed to accept 
such certification as conclusive, and are authorized to let such Government con- 
tract to such concern or group of concerns without requiring it to meet any other 
qualifications.” 

In respect to the proposed substitution by the bill of the words “qualified” or 
“qualification” for the language “competency, as to capacity and credit”; “com- 
petent * * * with respect to capacity and credit’; or “capacity and credit” as 
now used in section 8(b)(7) of the Small Business Act regarding the issuance 
of certificates of competency, attention is invited to the holding in our decision 
B-139366 dated June 24, 1959, to the Secretary of the Army, copy enclosed. In 
determining those elements of responsibility required of prospective small busi- 
ness contractors which are included within the term “capacity” as used in a 
certificate of competency issued to those prospective contractors, we held in that 
decision that: 

“* * *® ‘capacity’ as used in section 8(b)(7) has reference to the overall 
ability of a prospective small business contractor to meet quality, quantity, and 
time requirements of a procurement as to which a certificate of competency has 
been issued to the small business concern.” 

However, we have held that a certificate of competency is not inclusive under 
certain circumstances discussed in the decision reported at 37 Comp. Gen. 676, 
which held, quoting from the syllabus: 

“Small business competency certifications which are made conclusive on pro- 
curement officers of the Government by section 213 of the Small Business Act of 
1958, 15 U.S.C. 642, are final only with respect to the capacity or credit of the 
bidder and are not controlling where a bidder is determined not to be qualified 
for other reasons, such as lack of integrity; consistent record of default under 
prior contracts; not a manufacturer or dealer; debarment under the Walsh- 
Healey or Davis-Bacon Acts.” 

We feel that any doubts that may have arisen as to the application of section 
8(b)(7) of the Small Business Act have been substantially resolved by the 
above-cited decisions of our Office. However, we believe that the Congress in 
enacting the Armed Services Procurement Act (10 U.S.C. 2301, et seq.) and title 
III of the Federal Property and Administrative Services Act (41 U.S.C. 252, et 
seq.) intended to impose definite management responsibilities in the area of 
procurement upon the procurement agencies alone. This function includes the 
duty of evaluating a bidder’s responsibility in the light of a proposed procure- 
ment. We feel that the policy of substituting the judgment of the Small Busi- 
ness Administration for that of the procurement agency results in a restriction 
of the latter’s authority without a corresponding reduction of responsibility to 
administer contracts. In view of the foregoing, we suggest that it may be 
appropriate for your committee to reexamine the question whether or not the 
authority of the Small Business Administration under section 8(b) (7) of Public 
Law 85-536 should be continued without modification. 

The amendment proposed to section 15 of the Small Business Act to include 
“subcontracts and purchases of supplies made pursuant thereto” has reference 
to an extension of the present joint set-aside program (see 13 CFR 127.15: sec. 
1-1.707 of the Federal Procurement Regulations; and sec. 1-706 of the ASPR). 
Although we express no opinion as to the need or desirability of this amend- 
ment, it would appear to present some practicable problems. For example, 
having Defense and Small Business Administration representatives at each 
major prime contractor’s plant to screen purchases suitable for small-business 
set asides would, we believe, necessitate a considerably increased staff. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


GENERAL SERVICES ADMINISTRATION, 


Washington, D.C., July 15, 1959. 
Hon. A. WILitIs ROBERTSON, 


Chairman, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear Mr. CHAIRMAN: This is in response to your letter of May 22 requesting 


a report on S. 2032, a bill to amend the Small Business Act. 
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The principal substantive changes in existing law to be made by the bill are: 
(1) to expand the overall congressional small business policy and joint determina- 
tion set-aside program to include subcontracts, and (2) to extend the present 
authority of SBA with respect to determining the competency of small business 
concerns to perform specific contracts. 

We strongly favor and support the congressional policy of assuring that a 
fair proportion of the total purchases and contracts for property and services 
for the Government be placed with small business concerns. However, as a 
procurement and a procurement regulatory agency, the General Services Admin- 
istration is opposed to enactment of the bill as presently drafted. 

Objection to the bill is based on the belief that its enactment would result, 
generally, in (1) an unwarranted and unwise dilution of responsibility for 
entering into specific contracts, and (2) complications and delays in the procure- 
ment managerial functions of individual agencies. 

Our views and comments concerning S. 20382, on a section-by-section basis, are 
set forth in the attachment hereto. 

We believe the enactment of this bill would result in additional costs to the 
Government in the administration of its procurement processes. However, the 
nature of this legislation is such that a definitive estimate of cost cannot be 
made. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report to your committee. 

Sincerely yours, 
FRANKLIN FLOETE, Administrator. 


GSA COMMENTS CONCERNING DRAFT OF BILL To AMEND THE SMALL BUSINESS ACT 
SECTION 1 


This portion of the bill would amend section 2(a) of the Small Business Act 
by extending to subcontracts the overall congressional small business policy. 
It would read that “* * * the Government should aid, counsel, assist, and pro- 
tect, insofar as is possible, the interests of small business concerns in order to 
preserve free competitive enterprise, to insure that a fair proportion of the total 
purchases and contracts or subcontracts for property and services for the Gov- 
ernment (including but not limited to contracts or subcontracts for maintenance, 
repair, and construction) be placed with small business enterprises. * * *” 
{Italic words are new. ] 

We have no objection to this proposed revision and agree with the objective of 
extending benefits under this act to more small business concerns. However, 
see comments under section 3 concerning subcontracts and set-asides. 


SECTION 2 (1) 


This portion of the bill would amend section 8(b) (7) of the Small Business 
Act by broadening the SBA legal authority for certifying small business con- 
cerns to Government contracting officers as qualified to perform specific contracts. 
The present language which authorizes SBA certification of small business con- 
cerns “with respect to competency, as to capacity and credit” would be amended 
to authorize certification as to overall “qualification.” 

We fully endorse the policy objective of placing contracts with small concerns 
to the maximum extent feasible. However, we are concerned about the pro- 
posed language which would, in effect, take away from the contracting officer 
the long-established function of determining whether a bidder is responsible and 
qualified to carry out specific contract requirements. We do not favor expanding 
SBA authority along these lines. Further diffusion of the authority and re- 
sponsibility for entering into specific contracts among more than one Federal 
agency is considered generally uneconomical, inefficient, and undesirable. It 
would appear particularly inappropriate to extend the SBA certificate of compe- 
tency program to matters which concern qualification under the Walsh-Healey 
Public Contracts Act, debarment, ete. 

While the SBA generally has exercised sound judgment during the past with 
regard to certifying small concerns as to capacity and credit under the cer- 
tificate of competency program, the procedure nevertheless has caused consider- 
able administrative complication and delay in the placement of contracts. We 
favor making the role of SBA with respect to awarding Government contracts 
purely advisory. 
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To insure that the best possible use is made of SBA facilities, it would appear 
desirable to require (except where a public exigency exists) that contracting 
officials contact the SBA prior to rejecting any low responsive bid of a small busi- 
ness concern, because of qualification considerations, to obtain such information 
and advice about the small firm as may be available. However, the decision as 
to final award action should be that of the contracting agency. When making 
awards, the contracting officer would, of course, give appropriate preference to 
small business concerns on the basis of established statutory policy and im- 
plementing regulations. 

SECTION 2 (2) 


This portion of the bill would amend section S(b) (8) of the Small Business 
Act by providing that SBA be empowered also to obtain pertinent “records for 
review” in addition to “reports” from any Federal agency. 

We do not consider this amendment necessary and do not favor its adoption. 
Permitting SBA to obtain “records for review” could cause (1) additional delays 
in the administrative procurement processes. (2) potential loss of significant 
procurement documents incidental to transfers between procuring agencies and 
SBA, and (3) needless duplication of procurement documents by procurement 
agencies prior to the submission of records to SBA. This objection would be 
minimized if provision were made simply for SBA to review, selectively, perti- 
nent records in the files of the agency and to make copies where needed. 





SECTION 2(3) 


This portion of the draft bill would amend section S(b) (11) of the Small 
Business Act by expanding the scope and responsibility of SBA for making studies 
and recommendations. 

While we agree that SBA should continue to be authorized to make studies 
and recommendations as necessary for assuring that a fair proportion of con- 
tracts are placed with small concerns, we consider the proposed language “to 
make studies of the Government procurement process at all stages thereof (in- 
cluding the observation of any negotiations and award board discussions), and to 
make recommendations” as unnecessary and undesirable. We believe the objec- 
tive involved can be satisfactorily achieved under the present provision in the 
act requiring cooperation between SBA and other Government agencies. 

The portion pertaining to observation of negotiations and award board dis- 
cussions is particularly objectionable. To permit SBA representatives to review 
contract actions, and make recommendations at any stage in the process of 
negotiation and award of contracts, could cause delays in making contract 
awards and involvement of SBA officials in reaching conclusions without respon- 
sibility for actions taken. This amendment could only have the effect of hamper- 
ing the normal procurement managerial functions of individual Government pro- 
curement agencies. 

SECTION 3 





This portion of the bill would amend section 15 of the Small Business Act by 
extending the small business joint determination set-aside program to subcon- 
tracts. 

We agree with the objectives of this amendment but anticipate difficult prob- 
lems in implementing and enforcing such a policy. For the Government to pre- 
determine and stipulate in invitations for bids or requests for proposals the extent 
to which, and to whom, the work is to be subcontracted, and to administer ef- 
fectively the resulting contracts, involve many considerations. Possible tech- 
niques, such as (1) requiring a specified percentage of the contract work be 
subcontracted to small concerns, and (2) requiring specified types of work 
be subcontracted to small concerns, have been considered in the past but were 
discarded as inequitable and unfeasible. 

The effect on individual business concerns, as a result of requiring certain 
subcontracting to small business, would vary considerably because of the dif- 
ferences in available production facilities and subcontracting practices of such 
concerns. Also, special subcontracting requirements would tend to limit com- 
petition, cause bidders to include greater allowances for contingencies, and 
probably result in increased costs to the Government. Because of these factors, 
we do not believe it is administratively or economically feasible for contracting 
agencies and SBA to enter into small business joint determinations for subcon- 
tracts, except, perhaps, in certain weapons system contracts where the prime, 
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in effect, takes the place of the Government in contracting operations. There- 
fore, it is suggested that this portion of the draft bill be deleted or appropriately 
modified. 

We favor continuing the existing governmentwide policy of inserting in 
supply contracts a provision encouraging prime contractors voluntarily to place 
the maximum amount of subcontracts with small concerns as is consistent with 
the efficient performance of the contract. 


U.S. TARIFF COMMISSION, 


Washington, D.C., August 4, 1959. 
Hon. A. WILLIS ROBERTSON, 


Chairman, Committee on Banking and Currency, 
U.S. Senate. 


Dear Mr. CHAIRMAN: This is in response to your request of April 9, 1959, for 
a report on 8. 1609, 86th Congress, a bill introduced by Senator Javits, to provide 
assistance to small business concerns to facilitate adjustments made necessary by 
the foreign trade policy of the United States, and for other purposes. 

The bill would amend the Small Business Act and the Internal Revenue Code 
to provide for loans and other benefits for small business concerns which have 
been adversely affected by the foreign trade policies of the United States. The 
amendments are largely beyond the special competence of the Commission. 
However, the Commission might appropriately comment on the language on 
page 2, lines 8 to 24, inclusive, which defines the criteria for considering when a 
small business concern has been “adversely affected by the foreign trade policies 
of the United States.” A small business concern is considered to have been so 
adversely affected if the Administrator finds that— 

(a) it is a member of an industry concerning which the U.S. Tariff Com- 
mission, in a proceeding under section 7 of the Trade Agreements Extension 
Act of 1951 (the so-called escape clause), has made a recommendation for 
action by the President to prevent or remedy injury to such industry ; 

(5) the President has failed to take such action within the time specified 
in subsection (c) of such section 7; and 

(c¢) such small business concern has actually suffered serious economie 
injury from increased imports of a product upon which the concession has 
been granted under a foreign trade agreement. 

In an escape-clause investigation pursuant to section 7 of the Trade Agreements 
Extension Act of 1951, the Tariff Commission must determine— 

whether any product upon which a concession has been granted in a trade 
agreement is, as a result, in whole or in part, of the duty or other customs 
treatment reflecting such concession, being imported into the United States 
in such increased quantities, either actual or relative, as to cause or threaten 
serious injury to the domestic industry producing like or directly competitive 
products. [Emphasis added. ] 

A recommendation to the President for remedial action is made by the Com- 
mission if it finds that the industry concerned, as a whole, is being seriously 
injured or is threatened with serious injury. It would be rare indeed if, in an 
escape-clause investigation, the Commission ascertained the injury being suffered 
or threatened by every domestic concern producing like or directly competitive 
products. Often, especially when there are a great Many concerns in the indus- 
try, a representative portion of the industry is canvassed. Moreover, in its 
reports the Commission does not disclose the economic facts with respect to 
each concern separately but treats with the industry as a whole. In other 
words, the Commission’s reports would not indicate with respect to each indi- 
Vidual concern whether and to what extent it had “actually suffered economic 
injury from increased imports.” As a matter of fact, it could well be that only a 
major portion of the concerns in an industry have been adversely affected by 
imports; others in the industry may be faring very well and be suffering no 
injury at all. Yet the Commission may find that, as a whole, the industry has 
been seriously injured by imports. 

The question is raised whether it is intended to provide relief in a case where 
the Tariff Commission has not found that an industry is actually suffering serious 
economic injury, but only that it is threatened with such injury. In a case 
where only a “threat” of injury is found by the Tariff Commission, it may well 
be that, although the major portion of the concerns are only threatened with 
serious injury, one or more of the concerns involved is actually suffering present 
serious economic injury. 
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One of the criteria in the bill for considering a small business concern to have 
been adversely affected by the foreign trade policies of the United States is that 
“the President has failed to take such action within the time specified in sub- 
section (c) of section 7.” The words “such action” would presumably refer to 
the action recommended by the Commission. It should be pointed out, however, 
that under section 7(c) the President might take action other than that recom. 
mended by the Commission. 

Under the existing law, if the President fails to take the full action recom- 
mended by the Commission the matter goes over to the Congress for a 60-day 
period. If within that period the Congress, by a concurrent resolution, approves 
the action recommended by the Commission, the President, within 15 days after 
the adoption of such resolution, is required to take the action recommended by 
the Commission even though he might in the meantime have taken other relief 
action. Thus, in a case where the President initially takes some action, but not 
the action recommended by the Commission, a small business concern would 
not be eligible for the benefits proposed in the bill until after the expiration of 
the concurrent-resolution procedure. If the ultimate outcome of an escape-clause 
proceeding is Presidential action that is not as “protective” as the action recom- 
mended by the Commission (which would be the case if Congress does not pass 
a concurrent resolution approving the Commission’s recommended action), a 
concern would not be eligible for benefits under the bill because the President's 
action was not the action recommended by the Tariff Commission. 

The Bureau of the Budget has advised that it has no objection to the submission 
of this report. 

Sincerely yours, 


JOSEPH E. TA.sor, Chairman. 
Senator Proxmire. Today we will hear testimony from the Admini- 
strator of the Small Business Administration, Mr. Wendell B. Barnes. 
Mr. Barnes’ testimony will be followed on June 29 and 30 and 
July land 2 by ey of private witnesses. 
This testimony will be primarily concerned with problems, which 


mae 


have arisen under the Small Business Investment Act of 1958. 

It is expected that hearings will be resumed later in July, at which 
time we will receive testimony from other persons and groups in- 
terested in the bills which I have enumerated. 

On Monday, June 15, I made a statement in the Senate announcin 
these hearings, and without objection this statement will be printed 
in the record at this point. 

(The statement referred to follows :) 


STATEMENT OF SENATOR WILLIAM PROXMIRE 


Mr. President, as chairman of the Subcommittee on Small Business of the 
Senate Committee on Banking and Currency, I wish to announce the commence- 
ment of hearings on legislation now pending before that subcommittee. The 
legislation consists of the following bills: 

S. 1840, introduced by Mr. Humphrey, to provide for disaster loans to 
small business concerns which suffer economic injury due to federally aided 
highway construction programs. 

S$. 1851, introduced by Mr. Beall, to authorize assistance under the Small 
Business Act of 1953 to certain small business concerns displaced as a result 
of urban renewal activities under the Housing Act of 1949. 

S. 1609, introduced by Mr. Javits, to provide assistance to small business 
concerns to facilitate adjustments made necessary by the foreign trade 
policy of the United States, and for other purposes. 

S. 1666, introduced by Mr. Langer for himself and Mr. Young of North 
Dakota, to amend the Small Business Act of 1953 to include within the defini- 
tion of a small business concern certain agricultural enterprises. 

S. 1777, introduced by Mr. Clark for himself and Mr. Javits, to authorize 
assistance under the Small Business Act to small business concerns dis- 


placed as a result of urban renewal activities under the Housing Act of 
1949. 
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S. 1879, introduced by Mr. Saltonstall for himself and Mr. Sparkman, to 
amend the Small Business Act, and for other purposes. 
S. 2032, introduced by Mr. Sparkman, to amend the Small Business Act. 
8. 2139, introduced by Mr. Saltonstall, to amend the Small Business In- 
vestment Act of 1958, and for other purposes. 

Hearings will begin on Monday, June 22, 1959, with testimony by the Admin- 
istrator of the Small Business Administration, Mr. Wendell B. Barnes, and will 
be followed thereafter by testimony of other witnesses. 

All persons who wish to appear and testify at hearings on these bills are re- 
quested to notify Mr. J. H. Yingling, chief of staff, Committee on Banking and 
Currency, room 5300, Senate Office Building, telephone Capitol 4-3121, exten- 
sion 3921, as soon as possible, and in any event, before the close of business on 
June 22, 1959. 

Mr. President, the New York Times of August 17, 1958, described the record 
of the 85th Congress on small business legislation with this headline: “Small 
Business Hits the Jackpot—New Legislation Goes Long Way in Providing Tax 
and Financing Relief.” 

The press, the small business community, financial writers, and many profes- 
sional observers were generous in their praise of the manner in which the 85th 
Congress acted to improve the outlook for the Nation’s small business concerns. 

One of the principal acts of the Congress was the formulation of the programs 
under the Small Business Investment Act. 

Roger Babson’s Washington newsletter characterized this act as follows: 

“This is a bold step that strikes at the heart of what is perhaps the biggest 
problem facing small business today: lack of equity capital and difficulty in 
getting long-term loans.” 

This legislation was firmly based upon a study by the Federal Reserve Board, 
at the request of the Senate Committee on Banking and Currency, which disclosed 
that there was a gap in the existing structure of financial institutions—that 
there was no organized source to provide long-term money to small concerns. 

The act provides (1) for long-term loans and equity-type capital to small 
businesses, credit which is not available through commercial banks; (2) long- 
term loans to State and local development companies; and (3) grants to State 
agencies and activities for research and counseling in the management, financing, 
and operation of small businesses. 

The program is administered by the Small Business Administration under an 
appropriation made this year of $50 million, to be supplemented by further 
appropriations in the years ahead of up to $200 million. 

The principal feature of the act contemplates the formation of new private 
financial institutions to function as small business investment companies. These 
companies must receive SBA approval, or licensing, in order to operate under 
the act. They are also subject to examination. Their licenses depend upon the 
need for the type of financing they will provide in the proposed area of opera- 
tion and such other factors as the character and ability of the proposed manage- 
ment. 

Each company must have an initial paid-in capital and surplus of at least 
$300,000. However, the SBA is authorized to lend them up to $150,000, which 
amount can be considered as part of the required initial capital. In addition 
to this initial capital, small business investment companies may borrow funds. 
SBA can lend an additional amount of up to 50 percent of their capital and 
surplus. Small business investment companies may supply funds to small busi- 
nesses in two basic ways: (1) By the purchase of debenture bonds convertible 
into stock of the borrowers at the option of the investment company,’and (2) 
by long-term loans. 

In separate legislation, Congress also gave these companies certain tax bene- 
fits. It provided that investors in the companies may treat losses in such com- 
panies as ordinary deductions from income, rather than as offsets against 
capital gains. The companies themselves may treat their losses on convertible 
debentures or stock of small business concerns in the same way; that is, as an 
ordinary deduction. The investment companies are also entitled to a 100-percent 
deduction on dividends received on an investment in a small business concern. 

For the past few years, State and local development corporations have been 
organized and financed by public-spirited citizens interested in the industrializa- 
tion and diversification of their State and local economies. However, the com- 
mittees of the Congress who have been watching these developments, and the 
studies which have been made by the various Federal agencies concerned, have 
shown that their sources of capital were drying up, and that the progress which 
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they had been making in recent years in local development was in danger of 
coming to a halt. Therefore, the Small Business Investment Act of 1958 pro- 
vided for loans to these companies, which funds, in turn, may be loaned to small 
business borrowers. 

Let me emphasize that both of the features of this act which I have discussed 
place emphasis on private management of the organizations and local contro] 
over the use of the funds provided. 

Another feature of this act which holds out hope of great benefits to small 
business is the provision for grants to State agencies and to colleges and uni- 
versities for research and counseling in business finance and management. It 
was pointed out in studies which led up to enactment of this bill that often a 
small business enterprise is created by a person or a group of persons who may 
be quite capable in one line of business endeavor, but who have not the time nor 
the resources to develop all the talents and to acquire all the knowledge neces- 
sary to a growing enterprise in a competitive economy. Often financial diffi- 
culties of these companies have resulted from a management or technical de 
ficiency which additional funds alone could not solve. While large businesses 
may overcome these difficulties by hiring executives or obtaining professional 
advice, small businesses are often not able to do so, and even when able, may 
not be informed as to the type and accessibility of the assistance which they need. 
While there are many Federal Government research programs such as those of 
the Department of Commerce and the Small Business Administration itself, and 
there is a large amount of information available locally, there is difficulty in 
bringing this information to bear on a particular business problem at the pro- 
per time. Conceivably, this program of research and counseling in small busi- 
ness problems could be as fruitful to this segment of our economy as the pro- 
gram of agricultural research and extension has been to the farm economy. At 
any rate, itis a very promising step forward. 

As I have said, the Small Business Investment Act was hailed as a great 
step forward in meeting the needs of small business. The program attracted 
widespread interest on the part of persons and organizations who indicated a 
desire to form small business investment companies. 

Wendell B. Barnes, Administrator of the Small Business Administration, testi- 
fied on June 3, 1959, that from September 1958 through January 31, 1959, the 
Small Business Administration answered 13,000 letters and inquiries on the pro- 
gram, and in January alone answered 8,000. Notwithstanding the widespread 
interest in the act, the record of accomplishment under it is, I think, disappoint- 
ing. As of June 3, Small Business Administration had received 79 proposals 
from organized small business investment companies, had given preliminary ap- 
proval to 38 such proposals, and had actually licensed 13 companies. I do not 
at this time seek to assess responsibility for this disappointing record. 

However, it is my purpose as chairman of the Subcommittee on Small Busi- 
ness of the Committee on Banking and Currency to undertake an examination 
into the operation of this program, as well as the other programs administered 
by the Small Business Administration, in addition to the specific legislative pro- 
posals which I have mentioned. 

I take this means publicly to invite the testimony of witnesses who have been 
interested in the establishment of small business investment companies and who 
have been either successful or unsuccessful in the formation and operation of 
such companies. 

I hope that the subcommittee can develop from this testimony and from its 
own deliberations whatever amendments will be required to make the Small 
Business Investment Act carry out the purposes for which it was intended. 

In conelusion let me say a word about the role of small business in our 
economy. Small firms play a vital role in the maintenance of active competi- 
tion upon which our economy is based. They perform great services in the area 
or innovation and stimulation of the economy by the development of new ideas, 
new products, and new processes. Perhaps most important of all is that their 
existence provides opportunities for individualism of the owners and entrepre- 
neurs. In a society which is growing in the direction of great and powerful 
organizations, it is more and more important that we preserve the opportunity 
for the individual businessman to develop his own economic future in his own 
way. Otherwise, the economy and the political scheme in which it operates will 
tend to centralize uniformity and to the stifling of initiative and autonomy. A 
healthy small business community helps to provide stability and moderation in 
the economy, in politics, and in society in general. 

I hope that as chairman of the Subcommittee on Small Business I can make 
some contribution to the health of this vital element of our economy. 
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Senator Proxmire. Mr. Barnes, we are delighted to have you here, 
and I see you have a prepared statement of considerable length. You 
can proceed just exactly as you wish. This is your day, and if you 
want to read the entire statement, you can do that; or if you want to 
put parts of it in the record, you may. Proceed any way you wish. 


STATEMENT OF WENDELL B. BARNES, ADMINISTRATOR; DUNCAN 
H. READ, DEPUTY ADMINISTRATOR, INVESTMENT DIVISION; 
PHILIP McCALLUM, GENERAL COUNSEL; KEITH HANNA, CON- 
TROLLER; AND JOHN BARBER, ASSISTANT CHIEF, BUDGET AND 
REPORTS DIVISION, SMALL BUSINESS ADMINISTRATION 


Mr. Barnes. Mr. Chairman, I will proceed with reading from my 
statement, and at the conclusion we have some charts which I will 
show, and then will make small copies of the charts available to the 
committee staff in case they wish to use them in their own report that 
they prepare. 

However, if anyone wishes to question me during my statement, of 
course, I am willing, and at the conclusion of my statement I will be 
willing to answer any questions. 

Senator Proxmire. Fine. 

Mr. Barnes. It is a pleasure again to appear before the Committee 
on Banking and Currency to comment on the proposals to amend the 
Small Business Act and the Small Business Investment Act of 1958, 
and to summarize the progress this agency has made since I appeared 
here 13 months ago. 

When I last testified before this committee, the Small Business Ad- 
ministration was operating under a limited tenure. This limitation 
was removed on July 18, 1958, by enactment of the Small Business 
Act, a statute which gave the agency new duties and broadened its 
existing programs. In addition, “the Small Business Investment Act 
became law on August 21, 1958, and substantially increased the re- 
sponsibilities of the agency. 

I would like to speak briefly of some of these old and new respon- 
sibilities. 

PROCUREMENT AND TECHNICAL ASSISTANCE 


The new Small Business Act continued existing programs in pro- 
curement and technical assistance and added several new functions. 

I am particularly pleased that I can report significant accomplish- 
ments during the past year in each of the major programs of procure- 
ment and technical assistance to small business. These activities are 
discussed in detail in the brochure statements which I have prepared 
for the committee. 

Senator Proxmire. They will go into the appendix of this record. 
(See p. 515.) 

Mr. Barnes. We have concentrated a part of our efforts on the two 
new functions added by the new Small Business Act—research and 
development assistance and helping small firms to obtain an op- 
portunity to participate in the disposal programs of the Government. 

The latter activity assists small firms who wish to buy property 
offered for sale by the Federal Government by assuring them an op- 
portunity to bid competitively for surplus real and personal prop- 
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erty, and natural resources, including timber from national forests, 
all ‘of which amounts to several billion dollars each year. 

To accomplish this, a Property Sales Assistance Division has been 
established in the Washington office and, within the availability of 
personnel, we have assigned staff specialists to our regional offices, 

We have worked out cooperative agreements with the “Departments 
of Agriculture and Interior covering the sale of Federal timber, 
After consulti ing with trade associations, sm: all loggers, and mill opera- 
tors, a definition of small business for the purpose of setting aside 
timber sales has been adopted. A number of joint determination ac- 
tions have been taken to reserve Government-owned timber for small 
business bidding and others are under consideration. 

In the field of research and development we already had_ been 
assisting small business to some degree; this program is now being 
expanded to encompass all the phases anticipated by the new legis- 
lation. 

During the past year we established liaison with the principal Gov- 
ernment agencies that have continuing R. & D. programs of interest 
to small business. We have established an R. & D. Division in the 
Washington office and have assigned R. & D. specialists to several of 
the larger regional offices. 

In this connection, a program has been worked out to encourage 
and assist the formation of small business research and development 
pools so that research and development programs beyond the capacity 
of the individual small business members may be undertaken. 

In connection with this pool program, we received a suggestion 
from Senator Javits at the hearing of the Senate Committee on Small 
Business that we conduct a meeting or a hearing later in the summer 
and have present trade associations that might be interested in such 
a pool program. 

We have now made arrangements to have this meeting or hearing 
sometime, I think, in the latter part of July or early in August and 
are preparing a program. 

Because of Senator Javits’ interest, we have asked him to address 
the group when they are there. 

I believe that will be helpful since the people who will be present 
will be the ones representing trade associations and industries that 
are chiefly capable of taking advantage of such a program. 

We have set up a scientific working board, made up of representa- 
tives from Government agencies and industry, to advise with SBA 
on policies and operations of the program so that we can render the 
greatest possible aid to small firms in this increasingly important 
area. 

May I add that the representatives of industry and Government 
that have been present at these meetings, and particularly at the one 
we had last week, are making some very excellent suggestions that we 
think will enable us to make it possible for small firms to obtain more 
research and development contracts. 

During the first 9 months of fiscal year 1959, contracts for research 
and development in the amount of $12,603,149 were set aside for exclu- 
sive award to small business. 

Senator Proxmire. May I ask at this point, Mr. Barnes, if you have 
any different definition of the small business firm if it is a research 
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firm than you would have for any other small business firm? Is it 
still 500 employees? Or is it smaller than that? 

Mr. Barnes. We have the same definition that we have for other 
procurement activities, and it is basically 500 employees, but there 
are differences in certain industries where we have made special 
rulings. 

Senator ProxmirE. I am thinking particularly of firms that are 
exclusively research and development firms. In that case, 100 em- 
ployees is a big firm. 

Mr. Barnes. Yes. 

Senator Proxmire. And 500 is a tremendously large firm. The 
firms I am familiar with have 20 or 30 employees and they do a sub- 
stantial amount of business. 

1 am wondering if maybe a definition which recognizes the differ- 
ence in size of these firms would not be useful ? 

Mr. Barnes. Well, the problem is that we have sought to encourage 
smaller firms, all of them that are in the manufacturing business or 
in any kind of technology where it would be useful to add research 
and development departments by reason of the benefits they may get 
both in Government contracts and in civilian work. If we change the 
definition, we may discourage the adoption of research and develop- 
ment work by firms that are in procurement work generally, and it 
is my person: ul view that we should do everything possible to encour- 
age creative engineering and research on the part of all small firms. 

“Senator Proxate. So it is part of the small business firm which 
is engaged in some other kind of manufacturing ? 

Mr. Barnes. Y es, Sir. 

Senator Proxmire. What proportion is this $12.6 million of the 
total ? 

Mr. Barnes. Well, that is a very small part of the total, but it is 
the first set-aside figure that we have had, I mean— 

Senator Proxmire. By “very small,” what would you mean ? 

Mr. Barnes. Well, I am sure that possibly the Government has 
spent as much as between $3 billion and $4 billion in research and 
development. 

Senator Proxmtre. This would be a fraction of 1 percent ? 

Mr. Barnes. Yes, sir. But, on the other hand, until this last year 
we have had no procedure for setting aside contracts for small busi- 
ness effectively with the various scientific agencies that for the most 
part control research and development. 

Now we have that, and we have representatives of each of those 
agencies meeting with us on this board that are making suggestions 
how increasing business can be given to small business. 

This figure ‘Tepresents only the set-aside program. I am sure that 
small business got more research and development work than this. 
This is probably only a small part of the work they actually got. 

Senator Proxmtre. I see. 

Mr. Barnes. But it is merely the first figure that we have had as 
set-aside, in the set-aside program, specifically for small business. I 
do not 

Senator Proxmire. There would be subcontracts and so forth in re- 
search and development as there is in everything else that would give 
them a much bigger proportion than this? 
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Mr. Barnes. Yes, sir. 

Senator Proxmire. Thank you. 

Senator SparkMAN. Mr. Barnes, I would like to ask a question, too, 
on that figure. Also I was interested in the question asked by the 
chairman regarding the proportion of that to the whole. 

Of course, I share his apparent concern as to the minuteness of it, 
and yet I think I catch the significance of your statement that it is 
the beginning. 

Mr. Barnes. Yes, sir. 

Senator SparkMAN. Here is my question: Are we moving ahead? 
Will there be additional contracts coming into being or additional 
set-asides that will come into being that will make that a more fairly 
representative figure as we go along? 

Mr. Barnes. I believe there will, Senator. 

As I indicated, there are some small firms that received prime con- 
tracts for research and development that are not within this set-aside 
program and which may be many times this amount, the amount that 
we have actually set aside. 

There are also, we know, many cases where small firms are receiving 
subcontracts for research and development. 

We actually got this set-aside program set up since the first of the 
year and it was operative only late this spring. The reason for that 
was, as you know, there are a number of new technical and scientific 
agencies and departments that do their contracting differently than 
through the offices where we ordinarily deal. 

Senator SparKMAN. There is another thing we might keep in mind. 
This isa new program, is it not? 

Mr. Barnes. Yes, sir. 

Senator SparkMAN. This was written into the act last year, when 
we amended the Small Business Act ? 

Mr. Barnes. Last year. 

Senator Sparkman. In fact, the bill was introduced by Senator 
Fulbright January 13, 1958. 

Mr. Barnes. Yes, sir. 

Senator SparKkMAN. S. 2993 is the bill that set up this program. Is 
that not right? 

Mr. Barnes. Yes, sir. 

Senator SparkMAN. The questions I ask you are not critical. I 
think you have done well to get the program underway; to get it 
going. I commend you for it. 

But, as you know, this committee has had a very long record of 
constant prodding to make things that are fairly good even better. 
That is what I am eager that we do in connection with this program. 
It is just a beginning. Itisa brandnew program. Let’s make certain 
that it does grow into a real program of which we can be proud. Is it 
the intention of your organization to continue to push it as vigorously 
as you can? 

Mr. Barnes. It certainly is. 

I might add just a little bit to what I said about this. We have set 
up a scientific working board. This area of research is at such an 
industrial level or plane that everyone cannot look at it and say, “This 
is something that small businesses can do.” 
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We have asked each of the agencies that have a part in research 
and development. work to have a representative on this working board 
that advises with us, and to that we have added men that are with 
private research organizations so that this group is technically com- 
petent to deal with the problem. Then we have tried to put the burden 
on the agencies themselves to find ways to channel to small business 
that research and development work that is within their capabilities. 

Senator SparkMAN. To what extent has the missile field joined in 
this set-aside program ? 

Mr. Barnes. Well, the agencies that deal with missiles, rockets, 
outer space research, are all represented on this Board that works 
with us. 

Senator SparKMAN. Do they show any reluctance to enter into it 
or do they believe that they will be able to share it considerably ? 

Mr. Barnes. They think that ways and means can be found to de- 
velop work for small business. 

The Board has met I think only two or three times, and they have 
made at the last meeting very concrete suggestions of things they 
can do and t hings we can do to increase this work. 

One of the agencies, ARPA, which is the Advanced Research 
Ageneyv in the Defense Department, has developed and printed a 
special pamphlet which tells how you deal with ARPA, how you 
bring research projects to their attention, or how you solicit work 
from them. 

That was just printed last week. It took several months for prep- 
aration and printing. That has been distributed to all of our offices, 
and they have sent a full mailing around the country. 

So that kind of thing is now going on. I believe—— 

Senator SparkKMAN. I may say that I have been pleasantly sur- 
prised down in my area where there is a great deal of missile work 
done to observe the extent to which small-business firms are capable 
of participating in development work in the missile field. 

Of course, the complaint has always been, or the objection has been 
raised, with reference to small-business participation in defense con- 
tracts generally that so much of it is in a field that small-business is 
not capable of handling. I think that idea was advanced in connec- 
tion with missiles because the program just seemed so big. 

But when they actually get into it, they find that a very great part 
of the development. and research work can be done by small businesses. 

Mr. Barnes. Yes. 

Senator SparkMan. I hope that we will continue to insist that 
those agencies do all they can to find ways in which small business 
can participate. 

Mr. Barnes. IT would like to file with the committee, not to be in- 
cluded in the record but just for the information of the committee, a 
copy of this publication that ARPA released last week and also the 
scientific directory which I refer to in the next paragraph of my 
Statement. 

Part of the problem here is that the firms that are capable of doing 
research are widely scattered, and they may be confining their efforts 
to a particular type or aspect of research, and we have felt it im- 
portant to collect information on as many of these firms as possible 
and what their capabilities are and then put that in the hands of the 
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procurement officers that are in charge of the Government's research 
and development programs. 

We have issued that list of small companies capable of doing re- 
search twice, and we are now in the process of expanding it and hav. 
ing the most accurate list that we have yet published. 

We have been doing this every 6 months in order to keep it as near 
current as possible, and we try to see to it that every procurement 
officer in every government department that has anything to do with 
research and development has a list of every firm in each State and 
what the specialties of those firms are and as much information about 
them as is practical to publish. 

I think that is going to be very helpful in that a procurement officer 
can very quickly identify firms that might very well do a specific 
type of work. I think it will also be helpful to the program. 

Senator Proxmime. Mr. Barnes, if you would at this point just yield 
fora minute. I have an article from the Wall Street Journal of June 
10,1959 entitled “Military Research Brings Growing Flood of Civilian 
Products.” 

Without objection this will be inserted in the record at this point. 

(The article referred to follows :) 


{Wall Street Journal, June 10, 1959] 


SworD TO PLOWSHARE: MILITARY RESEARCH BRINGS GROWING FLOOD OF 
CIVILIAN PRODUCTS 


ARMY HUT TURNS INTO BEACHHOUSE; NAVY GENERATOR GOES TO WORK ON PIPE- 
LINE—BUT SOME SECRETS SLIP AWAY 


(By Ronald J. Ostrow, Staff Reporter of the Wall Street Journal) 


Corporate Research, Inc., a year-old Ann Arbor, Mich., concern, plans to 
introduce this summer a round 230-square-foot house made of a plastic foam 
material lined with kraft paper. The company, aiming for the beachhouse and 
playhouse markets, will sell the house for about $249. 

New York Savings Bank just installed a high-speed facsimile communica- 
tions system linking its main office on Manhattan’s 14th Street with a branch 
office at 46th Street and Lexington Avenue. The particular type of facsimile 
system was developed and is being produced by Alden Electronics & Impulse 
Recording Co., an affiliate of Alden Products Co. of Brockton, Mass. 

These newly developed products have something in common: They were de 
veloped primarily with Government funds and made their debuts in the military 
market. The house grew out of an Army research contract aimed at finding 
light, portable huts to house troops; the facsimile system resulted from a 
Navy contract. 

AN INCREASING IMPACT 


The mushrooming expenditures by the Government for what is familiarly 
known in industry as R. & D. is having an increasing impact on private indus- 
try, and ultimately on consumers. In the current fiscal year the Pentagon is 
spending about 90 percent of its $3 billion research, development, and evalua- 
tion outlay among more than 1,700 private U.S. concerns. A year ago the Pen- 
tagon distributed a smaller amount among about 1,600 companies. 

Look at some other cases where Government-sponsored R. & D. contracts led 
to products that found their way into civilian markets, and you get an idea of 
the diversity of the civilian goods that emerge by this route. 

American Optical Co., of Southbridge, Mass., recently began selling a new type 
of lightweight sunglasses with straight sidepieces, designed to slip on and off 
easily, but to remain firmly in place when worn. A $367,000 Air Force R. & D. 
contract financed development of the glasses, originally made to be used by 
fiyers while wearing radio headphones. “The reception (by the civilian market) 


has been very good already, and we expect very good sales,” says an Americat 
Optical official. 
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GENERATORS AND POWER PLANTS 


Texas Eastern Gas Transmission Corp. plans shortly to install a 300-kilowatt 
generator on its natural gas pipeline in Louisiana. The generator, a newly- 
developed product of Solar Aircraft Co. of San Diego, is powered by a 500-horse- 
power Jupiter gas turbine engine that has been converted to run on natural gas. 
Solar began to develop the engine in 1947 under a Navy Bureau of Ships con- 
tract when the Navy was seeking a shipboard emergency generator. Other models 
of the Jupiter are on consignment to two boat builders who are experimenting 
with them as powerplants to run personnel craft for offshore petroleum opera- 
tions. 

Coleman Engineering Co., Inc., of Torrance, Calif., has sold 600 of its Digitizer 
devices, 70 percent of these to commercial markets, since it developed the ma- 
chine while working on a $50,000 Navy contract in 1952 to develop a specialized 
automatic data handling machine, The Digitizer converts the movements of gages 
and other motion into numbers, then transmits this data to a computer; com- 
mercial applications include automatically recording temperatures and pressures 
in oil refineries and recording and transmitting weather data from remote ob- 
servation stations, eliminating the need for such stations to be manned. 

A company developing a device under a Government contract usually retains 
commercial patent rights, but yields to Uncle Sam a royalty-free license to have 
the item manufactured for military use. 

Companies aren’t always able to take a product developed for the military and 
convert it directly into an item for the civilian market, of course. “Commercial 
benefits from Government R. & D. are usually indirect,” says Dr. James E. Lipp, 
director of development planning for Lockheed Aircraft Corp. of Burbank, Calif. 
“Technical advances made under Government sponsorship are usually applied in 
altered form and at a later time in our commercial products,” he adds. 


A MAJOR EXAMPLE 


A neighboring competitor of Lockheed, Douglas Aircraft Co., Inc., provides a 
major example of these indirect benefits. Says A. E. Raymond, senior vice 
president engineering: ‘““The DC-8 jet airliner we’re getting into service now 
follows the pattern of swept-back-wing planes we developed for the military.” 

A Douglas official explains that swept-wing aircraft, which have greater speed 
potential, have different flight characteristics than the conventional straight- 
wing planes. For one thing, the center of gravity in a swept-wing craft is fur- 
ther to the rear, and the plane has a tendency to be less stable at low speeds. 

To work out this and other problems, Douglas, under a Navy R. & D. contract, 
built the experimental, swept-wing, needle-nose D-558-2 Skyrocket, a rocket- 
powered plane that first flew in February 1948. Later, with Navy contracts, 
Douglas turned out the swept-wing A3D, which first flew nearly 6 years ago but 
still is being produced and used as a bomber by the fleet. 

“Military experience in operation and design is very useful commercially,” says 
Mr. Raymond, “because the military is pushing for performance primarily, 
rather than safety. They try out new developments first, so commercial planes 
always derive some benefit from military designs.” 

Mr. Raymond is unable to estimate the amount his company saved through 
military-sponsored research in developing the DC-8, but notes: “If we hadn’t had 
the military experience, we couldn’t have built it at all.” 

Besides reaping both direct and indirect benefits from Government R. & D. 
projects, companies involved in these projects say the work allows them to 
maintain larger scientific and engineering staffs than they otherwise would be 
able to afford. They also find that working for Uncle Sam gives them access to 
reports on the progress of others in their industry; these reports yield vital 
technical information. 

Observing that “civilian fallout from military R. & D. work is a hard thing 
to measure,” a Raytheon Manufacturing Co. official declares: “We always 
benefit from military R. & D. inasmuch as it permits us to maintain a large and 
well-rounded scientific and engineering staff. From their research efforts, we 
derive a breadth and depth of technical knowledge that we would not be able to 
achieve solely from commercial R. & D.” 

Raytheon’s development of radar for the Navy during World War II, with the 
resulting growth of a staff skilled in radar principles, is probably a classic ex- 
ample of Government-sponsored R. & D. enhancing a company’s profit capabilities. 
“Today, we're a leading producer of commercial ship radar, the basic know-how 
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for which we gained from the Navy work,” an official of the Waltham, Mass,, 
concern says. The commercial work is in addition to the radar Raytheon turns 
out for the military, he adds. 


A MIXED BLESSING 


Companies at work on Government R. & D. programs and sharing technical in- 
formation with other concerns engaged in like tasks say this exchange proves 
a mixed blessing. 

“These reports enable us to save a great deal of money and effort by not 
duplicating something another company has done already,” says the president 
of a company which develops and manufactures semiconductors. 

But this executive comments that “technical information sharing is one of the 
prices a company pays for being engaged in Government R. & D.” And he 
offers an example of how some electronics companies “got a boost” from the 
Government research work done by one of their competitors. 

Backed by a military contract, a young small east coast concern “did a whiz 
bang job of developing a silicon power rectifier,” a piece of electronic hardware 
that converts alternating electrical current to direct current. ‘The minute they 
were out with this thing, others in the industry who had not been able to develop 
the rectifier on their own got a copy of the Government report and gleaned vital 
clues on how to produce the device,” he says. The result was that a number of 
companies had the rectifier on the market at least a year sooner than they 
would if they had had to develop it entirely on their own. 

In this case the company’s development was not patentable, and there was 
nothing to prevent other companies from using the information learned through 
the Government report in producing their own versions 


A QUICKER EVALUATION 








A company doing military-sponsored research often gets an earlier evaluation 
of how its work is going than it would if the research was aimed only for com- 
mercial markets, companies say. 

“You get a good, early calibration of where your R. & D. stands in military 
work, not years later as is often the case in commercial research,” contends Roy 
L. Ash, executive vice president of Litton Industries, Inc., Beverly Hills, Calif, 
electronics concern, whose military development and production currently ac- 
counts for about 45 percent of total volume. 

“When competing in the commercial market, you often spend several years 
in the laboratory conceiving and developing a product, and then you take time 
to develop a market program and to test it, before you finally get around to 
putting the decision of your success up to the public,” notes Mr. Ash. “But 
when you're selling to the military, they're interested in technological improve 
ments just over the horizon—the best brainwork to this point. The Govern- 
ment,” Mr. Ash adds, “is able to provide an early evaluation of your R. & D. 
effort.” 

Small companies often sing the loudest praise of Government R. & D. They 
say that with the aid of Uncle Sam’s research money they’re able to investigate 
fields that would be too expensive for them to look into with just their own 
resources. 

COULDN’T AFFORD THE RESEARCH 


“A company our size couldn't afford to be in this basic research if it weren't 
for Government contracts,” says Ralph F. Redemske, vice president of Servo 
mechanisms, Inec., Hawthorne, Calif., developer and producer of electrome 
chanical systems and components whose sales totaled about $17 million last 
year. Mr. Redemske is speaking specifically of the company’s investigation of 
thermoelectric power—the conversion of heat into electricity—under Navy spon- 
sorship since 1957. The research, being carried on at the company’s Santa Bar- 
bara, Calif., facility, is now at the rate of $100,000 a year, according to Mr. 
Redemske. 

Government research contractors, both big and small, insist that the direct 
profits from an R. & D. contract are not what prompt them to vie for the work. 

“There’s not much profit in Government R. & D. work, especially when you 
develop just one of something,” says an official of Packard-Bell Electronics Corp. 
Santa Monica, Calif. “But you learn how to make something new, advancing the 
state of the art, which very often leads to commercial or Government production 
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contracts. Very often the gleam in an eye in your lab is going to produce a hum 
in your production line—regardless of who finances it.” 

Litton Industries’ Mr. Ash also discounts the profits directly resulting from 
such work. “Litton isn’t in this work to sell its engineering services for a fee,” 
he says. “We look at it from the standpoint that for every dollar of engineering 
we do, there’s $10 or $15 or $20 worth of future product sold.” 






A SMALLER PROFIT 


Mr. Ash says that cost-plus-fixed-fee work, “typically associated with military 
R. & D.” yields a pretax profit of 6 percent or 7 percent of sales, lower than the 
10 percent profit he says is generally associated with military fixed-price produc- 
tion contracts. 

“The possible profit you can make from R. & D. contract is so small that 
going out for that alone is hardly worthwhile,” asserts Dr. James Carter, re- 
search adviser of Aerojet-General Corp., Azusa, Calif., subsidiary of General 
Tire Rubber Co. “Of course, there’s always the possibility of the research 
contract leading to military production or commercial application,” he adds. 

Although he won't forecast when any of them might reach the market, Aerojet- 
General has “several” commercial applications from some of its military research 
in the works, Dr. Carter says. One project: Adapting nitromethane as a com- 
mercial explosive. “Under a Navy contract, some years ago we did a great deal 
of investigation of nitromethane as a monopropellant (for missiles)—one that 
would be a fuel and an oxidizer at the same time,’ Dr. Carter recalls. ‘“How- 
ever, it proved to be either too hazardous as a fuel or to have combustion 
difficulties.” 

Aided by its fuel study, Aerojet-General has ironed out of some of the prob- 
lems and now is working with petroleum companies studying the use of nitro- 
methane is seismic oil exploration and also as the agent for underground explo- 
sions to step up the yield from low-producing wells. “It’s much safer than 
nitroglycerine,” claims Dr. Carter, “and because it’s a liquid it’s easier to place 
than solid explosives in a number of applications.” 


A SUBSTANTIAL PORTION 


Although Government R. & D. contracts may offer lower profits than that which 
companies usually pursue, the dollar amount of the work often is much greater 
than what they themselves put into research, and accounts for a substantial 
portion of their total sales volume. For example, Lockheed in 1958 had volume 
of $962,679,211, which included $323,900,000 of Government research and develop- 
ment contracts. In the same period Lockheed spent $25.2 million on its own 
research and development program. This year the aircraft and missile maker 
expects to do $400 million of Government-sponsored R. & D. while digging down 
in its own pocket for about $12 million. 

“In an industry with a rapidly-expanding technology like ours,” says Lock- 
heed’s Dr. Lipp, “a strong R. & D. program is a necessary foundation for virtually 
all of Lockheed’s sales.” 

Despite the chance of a hefty production contract or profitable commercial 
application, companies note that Government R. & D. contracts in some cases 
have some major disadvantages. For one thing, they say a company’s patent 
position is sometimes damaged by work it does under Government contracts. 
They also say that nonmilitary projects often are delayed by work on military 
R. & D. jobs, which usually are on a rush basis, and that Government research 
wants often are too specialized to do a company’s commercial market much good. 

Another reason is that companies doing big Government R. & D. projects are, 
of course, at the mercy of the Federal Government; sudden cutbacks as the 
result of budget problems or other reasons often have a severe impact. A classic 
example was the cancellation in 1957 of R. & D. work being done by North 
American Aviation, Inc., on the Navaho missile. The work had started in 1950 
and by the time it was canceled some $700 million had been poured into it. 
North American had to lay off 12,000 people when the project was dropped. 

“Space age’ concerns, in particular, are upset these days by the regulations of 
the youthful National Aeronautics and Space Administration regarding patent 
rights. Just last month a delegation representing some of these contractors 
trooped to Washington to urge that the agency revamp its rules 
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ALL RIGHTS CLAIMED 


Terms of the 1958 law which created NASA to oversee the U.S. space programs 
seem to give the Federal Government the right to claim all rights—commercial 
as well as military—to any invention resulting from a NASA contract. Critics 
of the legislation say this is contrary to the usual practice under Armed Forces 
procurement provisions, where a company developing a device under a Govern- 
ment contract retains its commercial patent rights. 

Contractors complain that besides retaining both commercial and military 
rights, NASA regulations define a “contract” so broadly that a subcontractor or 
supplier to a firm at work on a NASA project, though he has no direct contractual 
relationship with the Government agency, surrenders any chance to have a de- 
vice patented if it’s a space age item. 

The NASA patent rules “will restrict creative effort on the part of private 
industry,” warns Robert Lent, director of marketing for Statham Instruments, 
Inc., of Los Angeles, developer and manufacturer of transducers, electro-mechani- 
eal devices that convert physical information to electrical impulses and transmit 
the impulses to electronic data handling equipment. 

Mr. Lent claims the rules “assume rockets and missiles won’t be used in a com- 
mercial way.” He complains the rules recently caused Statham to pass up an 
order. 

“A buyer for a major company that had taken a NASA R. & D. contract came 
to us and wanted transducers off-the-shelf. But because his firm was working 
on a NASA contract, I would have jeopardized the patent position of our trans- 
ducers in accepting the order,” Mr. Lent contends. He turned down the sale, 
and the buyer went to another supplier, the marketing director adds glumly. 

A NASA official in Washington, citing the agency’s provisions that allow the 
NASA administrator to waive the Government’s patent rights, says it’s not 
NASA’s intention to apply the rules as severely as some industrial critics fear 
Industry’s objections to the patent provisions “are currently being considered,” 
he says. “There will be changes,” he predicts, “but how far they’ll go we can't 
say.” 


Senator Proxmire. That article shows the great importance to in- 


dustrial firms of having the benefit of research and development 
sponsored and paid for by the Government. 

I would like to read just a few paragraphs—it will just take a 
minute or two—from this article. 


The mushrooming expenditures by the Government for what is familiarly 
known in industry as R. & D. is having an increasing impact on private in- 
dustry, and ultimately on consumers. In the current fiscal year the Pentagon is 
spending about 90 percent of its $3 billion “Research, development, and evalu- 
ation” outlay among more than 1,700 private U.S. concerns. A year ago the 
Pentagon distributed a smaller amount among about 1,600 companies. 


A little later on it is pointed out: 


Besides reaping both direct and indirect benefits from Government R. & D. 
projects, companies involved in these projects say the work allows them to 
maintain larger scientific and engineering staffs than they otherwise would 
be able to afford. They also find that working for Uncle Sam gives them access 
to reports on the progress of others in their industry; these reports yield vital 
technical information. 

A company doing military-sponsored research often gets an earlier evalua- 
tion of how its work is going than it would if the research was aimed only 
for commercial markets, companies say. 

Small companies often sing the loudest praise of Government R. & D. They 
say that with the aid of Uncle Sam’s research money they’re able to investigate 
fields that would be too expensive for them to look into with just their own 
resources. 


Apropos of that, I understand one of the major problems is whether 
a firm working under a research and development contract has a right 
to patent for its own benefit inventions resulting from the research. 
There may be a right to patent it exclusively for the firm’s benefit, 
or the firm may have to give the Government a royalty-free license for 


_ bathe UucewelCUK CUR 















SMALL BUSINESS AMENDMENTS OF 1959 4] 


military use, or for all Government use. Or perhaps the firm might be 
































rams required to make the invention available to all without any royalty. 

rcial What has SBA done in the patents area ? 

ritics Mr. Barnes. We have been working on that, sir, for about 2 years, 

aaa through our own offices, through certain proposals that we have made 
through the Cabinet Committee on Small Business, and then through 

litary the study that is being made of the procurement policies, regulations, 

Or OF and laws. 

— Generally speaking, and giving you just a quick summary of what 
the situation is, we find that the laws and the regulations are not too 

rivate bad. I mean they are not unreasonable, and there is room for a con- 

a tractor to protect his own proprietary rights. _ 

aaa It is frequently in the area of administration that the problems 
occur, and this is frequently because the contractor himself is so 

| com- anxious to get the work that in negotiating for the contract he nego- 

up an tiates away his rights. 

ae _In order to inform contractors more specifically of what their 
king rights actually are and what they need not give up in dealing with 
trans- the Government, we have a study being made and we are preparing 
> sale, a pamphlet for publication soon which will give the full background 
ae of the proprietary rights of Government or contractors in contracts 
’s not generally and in research and development contracts. 

; fear. Beyond that we cannot go except as we see individual problems 
ered,” arise where there are inequities in the regulations. 
| oe It would be up to the contractors themselves to become informed 
‘ as to what their rights are and then in negotiating with Government 
fo In- officers for firms not to give up rights which the regulations or the 
ment laws do not require them to give up. 
Senator Proxmire. May I ask what you are doing to make the bene- 
uke a fit of all Government research and development contracts available 
tosmall firms? 
iliarly Mr. Barnes. We are approaching it from two ways. 
ate in- First, we are using registry and the list of small firms capable of 
vuin | doing research and development work to inform and educate the pro- 
go the curement officers as to what is available, what good contractors they 
can find in the small business field. 
Conversely, we are first setting aside contracts under a program 
which has been in operation just a few months. 
2 - Second, through counseling in our own offices we are informing 
would small firms that are interested in research and development work, 
access either that have listed with us or have come in to see us, of what 
d vital major contracts have been issued and what large firms they should 
steal get in touch with for subcontracts or for any research and develop- 
d only ment prime contracts that we know of in which they might have 
capabilities. 

They Beyond that we have this board which meets with us every month, 
stigate and within the Government agencies that do research and develop- 
ceo ment work they are making suggestions to us and they are developing 
neth their own programs to assure that small firms will have a fair 
nether opportunity to bid on some of this work. 
right As I said earlier, we have been actually getting some very good 
a suggestions from these other Government agencies. 
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Senator Proxmire. Do you have any record of the number of re- 
search and development contracts that have been made with small 
business / 

Mr. Barnes. We do not have any figures beyond the set-aside 
program. 

Senator Proxmire. I see. You have given the total amount of the 
set-aside program. 

Mr. Barnes. Yes, sir. 

Senator Proxmire. Do you have the number of contracts involved? 

Mr. Barnes. We can furnish that to the committee and will do so 
at this point. 

Senator Proxmire. Would it be difficult to get statistics on the 
number of research and development contracts that have gone to 
small] firms / 

Mr. Barnes. I believe we can get it. We will request it from the 
Defense Department and other agencies, and if we can get it in a 
few days we will insert it in the record at this point. 

Senator Proxmire. Thank you. 

(The information referred to follows :) 





[All figures July through March] 


1. Research and development contracts with small business under the set-aside 
program ; 170 contracts valued at $12,603,149. 

2. Total number of research and development contracts awarded to small 
business ; 18,655, valued at $105,012.000, 

3. Number of research and development contracts awarded to businesses 
other than small businesses; 13,495 valued at $3,517,967,000. 

Senator Proxmire. You may proceed. 

Mr. Barnes. We have continued to observe ae in the field of 
procurement joint determination set-asides, Comparing the first 9 
months of fiscal vear 1959 with a similar period for last year, a 14- 
percent increase has taken place in the dollar amount of procurements 
set aside for small business. We have representatives assigned to 
cover the major Government procurement installations on a regular 
basis, and we anticipate that the amount set aside for small business 
during this fiseal year will reach an all-time high. 

Senator Proxmire. May I ask to revert back a couple of sentences? 
You say: 











Comparing the first 9 months of fiscal year 1959 with a similar period for last 
year, a 14-percent increase has taken place in the dollar amount of procure- 
ments set aside for small business. 

Does this refer back to the $12 million ? 

Mr. Barnes. No,sir. This ismany times that amount. 

Senator Proxmtre. What isthe amount ¢ 

Mr. Barnes. It is over a billion dollars a year now. And the 14- 
percent increase is—This is Mr. John Barber, who is— 

Senator Proxmtre. It increased from $640 million to $750 million ? 

Mr. Bareer. To $730 million, yes. 

Senator Proxmire. Is that correct ? 

Mr. Barser. Yes, sir; 9 months of this year versus 9 months last 
year. 

Mr. Barnes. $100 million. 

Senator Proxmire. $640 million to $730 million ? Ts that correct ? 

Mr. Barnes. Yes, sir; that is correct. That is the increase this 
fiscal year over last fiscal year. 
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Senator Proxmire. Thank you. 

Mr. Barnes. To assist small firms in their undertaking to perform 
Government contracts, information is made available through our 
field offices on the many aspects of Government contracts: how to get 
on bidder’s lists; contractual rights; how to have payments expedited; 
the ever-changing rules and administrative decisions by Government 
offices; where competition is needed; where specifications may be ob- 
tained; and other similar problem areas encountered by sm: all firms 
in their effort to get a portion of the large amount of Government 
procurement dollars expended each year 

Under our new legislation we are, of course, continuing all of the 
procurement and technical assistance programs which were authorized 
by the Small Business Act of 1953, as amended. 

I might say one more thing about the set-aside program. That is, 
this year for the first time we have been making so-called class set- 
asides. This is important in that it enables us to cover more ground 
with fewer people. 

Previously, every time we had a set-aside with a Government agency 
we had to agree on the specific contract or the specific order, but now 
since we have this system we are able to set aside a type of product 
and then in the future contracts for that type of product are set aside 
automatically without the constant review. 

This enables us then to turn to new work. 

Then at regular intervals or at such intervals as the procuring 
agency may wish, the item in the class set-aside is again reviewed to 
see if it should be changed, if small business really should have a total 
set-aside or if a partial set-aside should be increased. 

But this arrangement is making this program increasingly effective, 
as you can see. It enables us to cover more ground and more new 
products and get more new types of contracts. 







FINANCIAL ASSISTANCE 

The demand for SBA business loans has increased considerably in 
the fiscal year 1959. In the first 11 months the agency received 9,311 
applications compared to 7,053 in the same per iod in 1958. This is 
arise of 32 percent. 

Senator Proxmire. May I interrupt at this point to ask how much 
of this do you attribute to either of two factors? No. 1, recovery from 
recession, and, No. 2, tight money. 

Mr. Barnes. I assign five factors in just the next paragraph of my 
statement. 

Senator Proxmire. I beg your pardon. Go ahead. 

Mr. Barnes. The high level of activity which began in March of 
1958 was interrupted in December, but picked up again shortly after 
the first of the year, and in March 1959 applications totaled 1,083 

It is difficult to project figures on loan application activity. T he in- 
crease which we have experienced this year in business loan applica- 
tions indicates a new phase of enlarged loan activity. There are five 
underlying reasons in my mind to account for this new development : 

First, there is an increased consciousness and awareness in the busi- 
hess community and among bankers of the Small Business Adminis- 
tration and its loan facilities. The widespread interest and publicity 
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surrounding the Small Business Investment Act has indirectly con- 
tributed to an enlarged loan activity by adve rtising our existence. 

Second, the Federal Government has made various moves to tighten 
private credit in order to combat inflation. For example, in “both 
March and May there were increases in the rediscount rate by the 
Federal Reserve Board, and in the past I have found that raises in the 
rediscount rate have been folowed by higher Small Business Admin- 
istration activity. 

Senator Proxmire. Do you have any statistics or has that been 
shown graphically in various ways? 

Mr. Barnes. Yes,sir. We will show it in the charts at the end of my 
presentation. It shows very clearly on the charts. 

Senator Proxmire. I will be very interested in seeing it. 

Mr. Barnes. Third, we are in a period of vigorous recovery from 
the recent recession. Small business is sharing in the recovery, and 
many new small businesses are being formed as reflected by the record 
rate of new business incorporations. This too is increasing the demand 
on us for small business credit. 

Fourth, the acceleration in private bank credit—we might almost 
call it a boom—which started during 1955 has been in progress now for 
several years. Portfolios of private banks are now filled on certain 
types of loans and most particularly on term loans which are normally 
a small fraction of the total loans of a commercial bank if they are 
made at all. Small businesses which have the lowest priority on term 
loaus are being turned away and come to the Small Business Adminis- 
tration. 

I might add also not only necessarily being turned away but in 
some instances the bank recommends a loan as a partic ipation loan, 
but that is in the cases where its own portfolio is full or it is short of 
funds. 

Fifth is the extremely favorable loan rate of the Small Business Ad- 
ministration as enacted in the Small Business Act of 1958, 514 percent 
lowered from the previous 6 percent maximum rate. 

When the SBA commenced operations, our rate was above prevail- 
ing interest rates in certain areas. During the past few years, how- 
ever, private interest rates have been moving upward-and the favor- 
able 514 percent rate fixed by Congress undoubtedly encourages many 
sound small business borrowers to apply to the Small Business 
Administration. 

I do not mean to imply by that statement that we have in any way 
lessened our efforts or our requirements that all such borrowers ob- 
tain bank credit first if they can or that they obtain participation 
loans. 

But the general situation is that our rates are now in most areas 
of the country somewhat under or at least parallel with those of 
private banks, where formerly they were somewhat higher. 

While on the subject of interest rates, I might mention that legis- 
lation enacted in the last session of Congress making SBA a perma- 
nent agency also removed the ceiling on the rate of interest which 

can be charged by banks on their share of participation loans. Par- 
ticipating banks therefore can now set any reasonable and legal rate 
on the whole of a deferred participation loan until such time as SBA 
purchases its.agreed percentage of the loan. 
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This change permits banks a reasonable net return after deduc- 
tion of the partic ipation fee charged by SBA. 

We are continuing to work w ith banks and to improve our admin- 
istrative procedures to make the participation loan program more 
attractive. Increasing the number of deferred participation loans 
will permit a greater ‘number of loans to be made and serviced with 
the same amount fo SBA funds. 

A counteractive force may develop in the future which will reduce 
the number of our regular loans. Small business investment compa- 
nies have been licensed for operation, and more will be licensed. It is 
possible that their operations will somewhat reduce the demand for 
SBA loans, although it is difficult to predict the level of their activity 
in the first year of their existence. 

Senator Proxmire. Is it not possible it might also increase the de- 
mand for SBA loans? Are you not dealing with different things? 
Short-term as compared with long-term equity capital ? 

Mr. Barnes. Yes, sir, it might. It is very difficult to anticipate 
what will happen. I merely was calling your attention to that phase, 
that it might happen that some of this financi ing will in a sense be 
done with investment companies, and they may in turn collaborate 
with banks who will take the short-term credit. 

I do not want to make any issue out of this particular point, but 
there was some editorial I think in one of the national magazines to 
the effect of criticizing me and our agency for not recommending that 
there be an increase in the 514 percent rate. 

Well, those of us who deal with legislative processes know that last 
year my testimony was consistently to the effect that the interest rate 
should not be lowered, and I have not changed that testimony in any 
W ay. 

I do not feel it is a subject on which I should be criticized since 
the committees themselves are well aware of what my testimony has 
been in the past. 

We did not make any specific recommendation because we thought 
that Congress itself had spoken when it enacted the law as it presently 
is written. 

Senator Proxmire. May I ask what is the typical term length of 
your direct loans? 

Mr. Barnes. Between 5 and 6 years. 
5 and 6 years. 

Senator Proxmire. I see. 

Mr. Barnes. In amount the SBA’s share is around $44,000. 

Senator Proxmire. How do you distinguish between loans that 
should be made by SBA and those that should be made by SBIC? 

Mr. Barnes. Well, of course, a few of the companies are just getting 
started. 

Senator Proxmme. Let me ask a little more specifically what re- 
strictions there are in the regulations that prevent SBIC from making 
loans of less than 5 years? 

Mr. Barnes. We have a specific limitation that requires the financ- 
ing by a small business investment company to be set up for a term of 
5 years or more. They may make loans or may finance up to 20 


ears. There is an overlapping period, of course, since we may make 
oans up to 10 years. 


The average loan is between 
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But we felt that the investment companies should not be encouraged 
to make short-term financing in their procedures since the commercial 
banks provide certainly the very short terms and our own period has 
been 5 years. 

Now, I do not—— 

Senator Proxmire. Is it a matter of the purpose of the loan? That 
is, SBA would make the working capital loans and SBIC the loans 
for plant, equipment, and so forth ? 

Mr. Barnes. Yes, there is a difference actually in the type of loan 
itself. 

I do not feel strongly about this 5-year requirement that we had at 
first. We have given consideration to changing this 5-year minimum 
requirement for the small business investment companies, but we 
have not made any change as yet. We have, however, permitted 
amortization in less than 5 years, since there were many of the com- 
panies themselves—and we agreed—who felt that a sinking fund 
would not be the right kind of financing, the right type of method of 
obtaining repayment, and they would have to require that, and it 
would be better to let them amortize. 

Generally speaking, there is a wide difference between the type of 
financing done in our business loan program and the type of financing 
done by the small business investment companies. 

Many times in our business loan program we recognize the need for 
an injection of equity capital, and we even have a so-called commit- 
ment loan which we use in a situation where the loan cannot be jus- 
tified on the basis of the application and the financial statements as 
submitted but we feel that if some capital is injected into the company 
it will then support some credit, and we will commit in the sense that 
we will inform the borrower that we will give him 3 months or 6 
months or 4 months within which to obtain the equity capital that he 
needs, and if he does this we will then make a loan in a certain amount. 

This is, I think, helpful since it helps him to get the capital that he 
needs, because the investor or the company furnishing the equity 
funds sees that the funds they put in will be offset by this type of 
credit. 

I think that in many cases that will assist the investment companies, 
that they will take these commitment loan situations and they will 
handle the other type of financing. 

However, generally speaking, I do not think there will be much 
overlap between the two. There is a difference between them. 

Senator Proxmtre. I see. 

Thank you. 

Mr. Barnes. The Small Business Administration business and dis- 
aster loans being serviced increased from about 12,600 at the begin- 
ning of the fiscal year to approximately 15,800 at the end of April 
1959. Approximately 17,000 will be on the books by the end of fiscal 
year 1959. 

We have started decentralizing loan administration functions to 
the branch offices from the regional offices. This action will make 
counseling assistance available to more borrowers on a local level 
and reduce travel costs incurred in servicing our loans. Better ad- 
ministration should also result from the more frequent contact at the 
local level. 
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As the agency matures, the greater portion of total financial assist- 
ance personnel will be required in the meeting of borrowers’ con- 
tinuing needs through watchful and helpful loan servicing efforts. 

I would like to be able to report that all of our loans are current 
and that no losses have been incurred. However, considering the 
nature of our loans and the economic situation in the recent past, I 
feel that our delinquency record speaks well for the small business 
firms involved. 

Through March, only 35 business loans have been charged off with 
a resulting principal loss of $465,814, which is about one-tenth of 1- 
percent of the amount disbursed. As of the same date, 347 loans were 
in liquidation with the unpaid principal balance amounting to ap- 
proximately $10.2 million. 

It is anticipated, of course, that collateral in most instances will 
minimize any loss. If, however, the same loss experience applies 
to these loans as has occurred in connection with the loans actually 
charged off, the collateral to be liquidated will reduce the ultimate 
loss to the Government to approximately $5.3 million. This, coupled 
with the losses recorded through March 1959, would amount to about 
$5.8 million, or about 1.3 percent of the agency’s share of loans dis- 
bursed. 

Senator Proxmire. May I ask at this point how does that compare 
with the loss experience of commercial banks? 

Mr. Barnes. Well, the losses on loans actually charged off compare 
well with the loss record that I have seen in most priv ate banks. ‘There 
is this big difference, however: That for tax reasons it is to the bank’s 
advantage to charge off a loan in which there is a loss each year and 
as promptly as possible. Sometimes there is, of course, later recovery 
on these types of losses. With us, we are required by law to continue 
to work with the loan and finally we transfer it to the Department of 
Justice for collection. 

After there has been a judgment, foreclosure, the Department of 
Justice, which also can settle or collect the loan during its procedures, 
then must proceed against all endorsers, and if they obtain deficiency 
judgments must find these are uncollectible before there can be an 
actual chargeoff. 

Senator Proxmire. It would seem to me the discipline of our tax 
laws, however, would make it necessary if there was recovery on the 
part of the commercial banks to make correct for that in subsequent 
internal revenue reports. 

If you could provide or if there were available any compar ison of 
the losses over the years by commercial banks, over the last 5 or 6 years, 
as compared with SBA, I would like very much to see it. That is, as 
compared with this figure you have here. This it seems to me may 
be fairly new. 

Has this been disclosed before—this computation that you have? 

Mr. Barnes. It was disclosed in the appropriation hearings and I 
believe also in the hearings before the Small Business Committee. 

The figures for commercial banks were I think set forth in the re- 
port made to this committee a year ago in March on financing small 
Sees which was compiled or prepared by the Federal Reserve 
Board. 

Senator Proxmire. Can you tell how this 1.3 percent compares ? 
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Mr. Barnes. That is higher than the commercial bank figures. 

Senator Proxmire. How much higher? 

Mr. Barnes. Well, it is from half a percent to eight- tenths of a per- 
cent higher in my opinion. I am just expressing an opinion now. 

I think that is to be expected in the type of program that we are 
conducting, since it must be recalled that each of these loans, of the 
direct loans that we have made, has been turned down by private 
banks. 

The fact that this is an area in which there is more risk than in- 
volved in, we will say, commercial lending is shown by the fact that 
we have had about the same loss experience on our direct loans that 
we have on our participation loans. Or, conversely, the last time I 
checked these figures there was no appreciable difference between the 
participation loans, the loss record in connection with our participa- 
tion loans, and our direct loans, which would indicate that we are all, 
the banks that join with us as well as the Small Business Administra- 
tion itself, operating in a field, in a term field, in which there is 
slightly more risk. There is more risk than there is in the short-term 
commercial banking operations. 

Senator Proxmire. That is why at this point I would like to ask 
you this question. Perhaps this is a very unfair time to ask it because 
we have just gone through a recession; you are suffering those losses. 
You have the increase in the cost of money to the Government, and 
you are not allowed to charge a greater amount of interest. I am 
going to ask you: Would you expect the SBA would be operating now 
in the red? Or are you in the black? 

Mr. Barnes. Well, we are in the red, and we keep our records on a 
cumulative basis. 

I have a statement which goes into this very thoroughly which I 
could put in the record at this point by reading it with your permis- 
sion. 

Senator Proxminr. Very good. May I say you could either put it 
in the record directly by unanimous consent or you could read it, 
whichever you 1 prefer. 

Mr. Barnes. I would just as soon insert it in the record, because it 
answers the cuchtion very well, and it has not been made available to 
the Senate. 

I might just point out 

Senator P roxMIRE. Do you want to touch on the highlights and then 
we will put it in the record ? 

Mr. Barnes. It analyzes the various reasons why a loss record may 
be expected under, first, any Government lending program somewhat, 
and then certainly under the one now being administered by the Small 
Business Administration by reason first of the limitation on the 
amount of interest that we may charge which is fixed by the statute 
itself, by Congress. 

We do not have the freedom that commercial institutions do to set 
the rate on our loans and on the types of financing. 

Conversely, we have to pay for all of the funds we use; the Treas- 
ury fixes the amounts we pay on the funds borrowed for this program. 
None of the funds loaned is made available to us without cost. We pay 
the Treasury interest on every dollar we use. The amount we pay 38 
fixed by the Treasury itself, and usually in July. 

It has been at 23 percent this year, and in 1958 it was 334. 
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Now, when you recall that our disaster loans are required to be made 
at a 3 percent, rate—and I do not complain of that rate at all because 
I think this is a humanitarian type of program that rehabilitates 
people who have had disasters a it is much better than relief or 
grants 

Senator Proxmire. May I interrupt to ask if I heard your cost fig- 
ures correctly? You said three and a fraction last year and two and a 
fraction this year ? 

Mr. Barnes. Yes, sir. It was 334 percent in 1958, the amount that 
we paid the Treasury on funds borrowed to finance our loan program, 
and in 1959 it was 23% percent. 

The Treasury will in July reset that rate. 

Senator Proxmire. I ama little bit puzzled. Why does it go down 
now when the Treasury is paying substantially more for money than 
they were last year ¢ 

Mr, Barnzs. Well, of course, the Treasury sets it for the full year. 
The rate they set in July continued for the full fiscal year. 

I do not know what the Treasury will do in this July. They may 
raise it or lower it. 

Senator Proxmire. I can imagine it is going to make it tough on 
your-—— 

Mr. Barnes. It is the difference between profit and loss as far as we 
are concerned. 

Senator Proxmire. Exactly. 

Mr. Barnes. That is if we have no freedom in fixing the rates that 
we may charge. 

I say it is the difference. Not completely so, because there are other 
factors that are involved. 

Senator Proxmrre. Could you give us the formula that they use in 
determining how much to charge you? What maturities do they 
take? How dothey arrive at it? 

Mr. Barnes. I would like to have Mr. Keith Hanna, our controller, 
assist me on that question. Perhaps we can answer it right here. 

Mr. Keith Hanna is the controller of the Small Business Admin- 
istration. 

Mr. Hanna. The formula is set by law. If you like, I would be 
glad to read the provision. It provides: 

The Administration shall pay into miscellaneous receipts of the Treasury at 
the close of each fiscal year interest on the net amount of the cash disburse- 
ments from such advances at a rate determined by the Secretary of the Treas- 
ury, taking into consideration the current average rate on outstanding interest- 
bearing marketable public debt obligations of the United States of comparable 
maturities. 

Senator Proxmire. It isthe rate instead of yield ? 

Mr. Hanna. Yes,sir. The current average rate. 

Senator Proxmirs. Thank you very much. 

Mr. Barnes. I was mentioning factors which led to whether we 
operated in the red or in the black. 

In the first place, I mentioned the difference in interest rates. And 
it must be observed that many institutions in their lending pay little 
or nothing for the funds that they may use. 

In commercial banking practice, for instance, normally there are 
some types of deposits which are available for relending on which no 
interest is paid by the institution at all. 
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But beyond any such considerations is the fact that a Government 
lending program such as that administered by the Small Business 
Administration is in itself a type of service much im the same manner 
as other services made available by the Government to agriculture or 
to business through activities of the Department of Commerce and 
other functions of Government, the Interior Department. 

And to the extent that we carry on certain activities such as coun- 
seling, there is no fee charged, no remuneration. And even in con- 
nection with the loans declined there is usually an element of this coun- 
seling that is of benefit to the borrower and which does not produce 
any income for us. 

Now, it is not possible for a Government agency to act as independ- 
ently as it is for a private institution in connection with its applicants, 
We must consider applications for loans in some instances even though 
we know at the time of our early discussions or we feel at the time that 
it is unlikely that we will be able to make a loan. 

But it is our desire to try to assist the borrower so we do have to go 
ahead and process loan applications, all of which brings in no revenue, 

There is a full discussion of this in the material that I would like 
to insert in the record at this point which also has a bearing on the 
article whic ae was published in the Wall Street Journal to which you 
made reference at one time. 

Senator Proxmire. Without objection, that material will be printed 
in the record at this point. 

(The statement referred to follows :) 


Costs oF SBA LENDING PROGRAMS 


In appraising the actual and estimated losses resulting from the revolving 
fund lending activities, several factors must be borne in mind: 

1. A portion of the deficit is attributable to the disaster loan program. By 
law the agency is restricted to charging a maximum interest rate of 3 percent. 
On the funds disbursed for such loans, interest is being paid to the Treasury 
Department in 1959 at 28¢ percent (and in 1958 was 334 percent). At the cur- 
rent year rete, there exists a spread of only five-eighths of 1 percent to cover 
administrative expenses and other costs and an allowance for estimated losses. 
Obviously, the disaster loan program cannot be a profit producing activity. 

2. With respect to business loans, the current interest expense rate of 2% 
percent leaves a margin on only about 3 percent to cover the costs of processing 
new applications, closing and disbursing new loans, and allowance for losses on 
such new loans, the cost of servicing all outstanding loans, pro rata share of 
overhead, and the rendering of financial counseling assistance to small business 
firms. 

As a Government agency charged with the responsibility of providing financial 
assistance which is not otherwise available to small firms, the agency is in effect 
required to provide services greater than those customarily furnished in the 
granting of credit. Financial counseling is extended to applicants and _bor- 
rowers to help them with their management problems. In many instances as a 
result of the agency’s efforts, banks which originally declined the applications 
subsequently agree to make the loans. In other instances, applicants are assisted 
in solving their problems through other means than loans. These and similar 
activities are of real benefit to small business and are definitely contemplated 
by the Congress to be performed, but do not result in income-producing assets 
to offset the costs chargeable to the revolving fund. 

3. In contrast to a private financing institution, SBA is required to accept and 
process all applications offered to it even though on cursory review many of such 
applications do not appear to present any basis for a loan. In the case of these 
and other applications declined, equal if not greater efforts than on approved 
loans are expended by the agency in an attempt either to find a basis for a loan 
or to offer tangible solutions to the applicant’s financial problems. During the 
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eurrent fiscal year 58 percent of the applications processed have been approved. 
Thus, 42 percent of the cases require the expenditure of administrative expense 
funds for processing but do not result in income-producing assets. 

4. Further, in accepting applications, SBA is not dealing with “customers” as 
is a bank in most cases, and accordingly does not have the benefit of background 
data accumulated over a period of years. Thus, it is necessary for SBA to 
assemble a complete credit record to permit the required review essential 
in the lending of taxpayer’s funds. This obviously requires increased efforts 
and costs Over the average for private financing institutions. Also, term loans 
are more costly to process and analyze than 90 day (or other short maturity) 
loans more commonly handled by commercial banks. Further, many applicants 
are located at a considerable distance from an SBA office which increases the 
out-of-pocket travel expense as well as the time of personnel in inspecting 
and appraising collateral. 

>. The business loans approved to date have averaged about $40,000 for the 
SBA share. It is probably as difficult and costly to process, close, and service 
loans of this size as it would be to handle loans averaging 3 to 4 times this size 
and producing a correspondingly larger income. 

6. From the standpoint of a business-type operation, the actual and projected 
deficit properly reflects a charge for estimated future losses on loans made. How- 
ever, in considering figures cited as the losses on a Government lending program, 
the usual inference is that such losses represent a realized loss, or an “out-of- 
pocket” expenditure of Government funds in excess of income actually received. 
In this respect the figures can be misleading. The projected deficit of $27 million 
as of June 30, 1959, includes a cumulative charge of $12 million as an allowance 
for losses. Realized losses through March 31, 1959, amounted to only $719,000. 

7. The report states that the revolving fund will be capitalized at approxi- 
mately $700 million in 1960 (the exact figure would be $690 million), and the im- 
plication is that this full amount would be invested in interest-bearing assets. 

The budget projections estimate that as of June 30, 1960, interest-bearing 
loans and investments outstanding will total only $563.6 million, comprised of: 


Million 

Business loans (average interest rate of approximately 5°34 percent) _—____ $407. 2 

Disaster loans (interest tate of S percent) ............................ 61.1 
Debentures of small business investment companies (interest rate of 

I a a ee ees ead eee Sete Re 25. 0 
Loans to small business investment companies (interest rate of 

PN a a Sra a a, 51.9 
Loans to State and local development companies (interest rates of 5 and 

Ii OUI = URN cee 18. 4 


In addition, undisbursed loan authorizations and commitments chargeable 
against the Fund are estimated at $110.8 million (including deferred participa- 
tion business loans disbursed solely by banks at 20 percent of the SBA share 
thereof). Income is derived from such deferred participation loans on a sliding 
scale (from one-half of 1 percent to 1 percent) depending on the percentage of 
the loan which SBA is obligated to purchase. The amount of such ineome 
ls relatively nominal and is estimated at approximately $400,000 in 1960. 

Senator Proxmire. I am not sure that I understood you correctly. 
It would seem to me that an operation in the red would be inevitable 
in the coming year unless the Congress increases the 514-percent ceil- 
ing. At least 1f not inevitable, quite likely. 

Mr. Barnes. I think that is right. 

Senator Proxmire. Did I understand you to say that you take no 
position on this? That this is a decision for Congress? Or did you 
make a recommendation that in your judgment the interest rate should 
be increased ? 

Mr. Barnes. I made the recommendation last year, at the time this 
law was adopted, and I will repeat that recommendation now, that I 
think 514 percent is too low for a business loan program where in 
most sections of the country banks are charging 6 percent and more. 

There is no question of doubt in my mind that it tends to attract 
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some borrowers to our program even though we do work with the 
banks and do not provide financing where they will. 

We are going to step up that phase of our program. We are going 
to see if we can urge additional banks to set up term lending programs 
and make referrals. But it is difficult to refer people to private bank. 
ing if our rate is fixed at 514 percent and they can get 6 to 614 to7 
percent on the funds that they loan. 

It does not make sense for a private banker to take part in this 
program unless he really wants to help this particular customer, wants 
to keep this customer. 

Senator Proxmire. The situation has changed quite drastically 
since last year in interest rates. 

Mr. Barnes. Yes, sir. 

Senator Proxmire. Did you have any specific ceiling in mind? Did 
you think it should be established by formula as the cost of money is 
established for you? Or did you have any notion other than that 
the ceiling should be increased ? 

Mr. Barnes. My personal view is that the way Congress enacted 
this law originally is the proper way for it, the system, to work. A 
loan policy board should set the interest rates, and there should be 
flexibility in the setting of rates to match what else is done in the 
Treasury or the Federal Reserve Board or the money market 
generally. 

Senator Proxmrire. The housing program, and so on ? 

Mr. Barnes. Yes. The purposes of the loan policy board were to 
enable this program to be operated and geared in with the other 
activities of the Government. When the setting of interest rates was 
taken away from the loan policy board, then it became inflexible. 

Senator Proxmire. Then what you are saying is that you would 
prefer to have the ceiling taken off completely ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. And discretion as to the level, to be lodged in 
the loan policy committee and not set by the Congress by statute? 

Mr. Barnes. Yes, sir. By the loan policy board, which has repre 
sentatives from the Treasury Department and from the Commerce 
Department on it. 

I mean I believe that is the best system, and I do not believe we 
had any trouble when we had that system. We had few complaints 
ever about interest. 

Senator Proxmire. Did I detect in what you said a feeling that be 
cause the interest rates are now lower than commercial banks that you 
have people coming to use the small business opportunities who would 
not ordinarily do so? Who would not need to do so except that they 
can get a better bargain and they can get cheaper money that way! 

Mr. Barnes. I believe that that is right. I cannot prove that very 
well, because in each case we have a refusal from a private bank to 
take the loan, and this includes their bank of account. 

But I think it is just human nature if you can get 514 percent rate 
from a Government lending program and a bank charges 6 or 64) 
percent that you will make every effort to get the lower rate. And the 
bank is placed in an anomalous position if the borrower says to them, 
“We want you to give us a turndown,” or, “We want you to agre 
to a participation loan.” It is not the kind—— 
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Senator Proxmire. In a period of tight money when banks are 
pretty well loaned up and they are having trouble making loans 
anyway, as you say, it is human nature if a good customer comes 
in who is on good personal terms with the bank, that they accommo- 
date him, that they give him a turndown. 

Mr. Barnes. Yes, sir. 

Senator Proxmire. If it will save him some money and if they 
keep his good will. 

Mr. Barnes. But, as I say, this is something that I cannot prove 
because it 1s not the type of thing that appears in the record. All 
we get is the formal action of the bank or the bankers. 

If I may finish this section of ny statement-——— 

Senator Proxmire. Yes. Go right ahead. 

Mr. Barnes. In addition, 325 business loans, with an unpaid prin- 
cipal balance of $10.7 million, were delinquent in excess of 60 days. 
The agency analyzes each delinquent loan in a sympathetic manner, 
with a view toward assisting the borrower in overcoming his diffi- 
culties and at the same time protecting the Government’s investment. 

Also included in the statement I inserted in the record was a state- 
ment about the amount of reserves that we maintain for losses, which 
contributes to our loss figure. I indicated that we anticipated losses 
on our present program of something over $5 million, but my recol- 
lection 1s that the loss figure which we actually deduct and charge 
against our program as a bookkeeping matter is more than twice that 
amount. 

There is some $12 million which we have set up as a reserve for 
losses, and it is very proper to do that. 

I think if there were a change in the economy that made a number 
of these loans go delinquent and we took losses, we would be well 
justified to have an ample figure in the reserves. 

But this means that there is some $7 million that we have charged 
against us as an operating expense which in fact is beyond the actual 
needs as shown by our experience under the program. 

I make no complaint about this. I think it is proper to have this 
reserve maintained. ; 

Senator Proxmire. It seems to me on this whole interest rate prob- 
lem there is a very understandable feeling you have that the SBA 
should not compete, certainly should not compete unfairly, with com- 
mercial banks. The Federal Reserve Bulletin made a study in April 
1959—I have the statistics in front of me—in which they show that 


| borrowers who have assets of less than $50,000 pay average interest 


rates of about 10 percent on 1- to 3-year maturities. 

It is perfectly obvious that the SBA—at least it is obvious to me— 
should not go nearly that high. That is perhaps why Congress is a 
little reluctant to take the ceiling off completely. If we get into this 
situation with the idea that we should have comparable interest rates 


there might be loans that would go as high as an average of 9.96 


percent, which is what the loans were to some small businesses. 
Mr. Barnes. Well, sir, even when there was no limitation on the 


amount of interest that we could charge, the loan policy board never 


fixed a rate that would even approach the figures that you have given. 


Senator Proxmire. Interest rates were much lower then though, 
Were they not ? 
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Mr. Barnes. Yes, sir, they were, but the problem occurs somewhat 
as this: In a loan in which there is inventory pledged or in which 
accounts receivable are taken as security, there is considerably more 
than is done than in a normal-term loan. 

This means that there must be a constant release of collateral and 
the substitution of collateral, and there are fees charged by com- 
mercial banks for this type of work which might account for a 10- 
percent rate. 

Well, the borrowers that we see are in many instances people who 
have been using factors and their rates may be around 15 to 18 per- 
cent, which may be in itself a reasonable rate for the risk that may 
be involved in the particular situation. When such a borrower comes 
to us and seeks a loan to refinance, to add construction and to refinance 
some of his obligations, if we are limited to a 514-percent rate this to 
a certain extent is unreasonable. And even though we would allow 
a bank that participated to add a fee for the handling of that col- 
lateral which we are willing to do if the bank does an unusual amount 
of work, this still sets the effective rate so low as to be not a good 
parallel with commercial banking. 

The borrower is quite willing in many of the situations that you 
mentioned—and I daresay that that is most of the kind that is in- 
volved in the 10-percent rate—and the borrower would prefer to pay 
8- to 10-percent effective rate for a commercial bank rather than 1 
to 18 percent if he has to pledge his accounts receivable with a factor, 

There is nothing that we can do about it as long as the rate is fixed. 
Ours is an inelastic situation and does not encourage banks to take 
part with us in that type of lending which is a very important type 
for the small borrower. He finds it necessary to pledge his accounts 
receivable to finance his inventory. 

May I continue / 

Senator Proxmire. By all means. I have been interrupting a great 
deal. 

Mr. Barnes. That is all right. 

Senator Proxmire. I did not mean to detain you. I realize you 
have a long statement. 


MANAGEMENT AND RESEARCH ASSISTANCE 


Mr. Barnes. The SBA management and research assistance pro- 
erams continue as a growing source of practical information for 
owners and managers of small concerns. As the members of this 
committee may know, I have established a new Office of Management 
and Research Assistance so that this important function of the agency 

‘an efficiently be developed to its greatest potentiality. I know of 
no program of this agency which can contribute more to strengthen 
small business and do it at less cost than management and research 
assistance programs. 

Section 602 of the Small Business Investment Act added a section 
to the Small Business Act, section 7(d), which provides an entirely 
new program for the development ana dissemination of management} 
and research information to the small businesses. SBA is authorized 
to make grants to State agencies, State development corporations 
colleges and universities for studies and research concer ning the 
managing, financing and operating of small business concerns. The 
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act provides that these grants are to be made to carry out the purposes 
of section 8(b)(1) of the Small Business Act; that is, to provide 
managerial aids to small business concerns by advising and counseling 
on good management practices, by cooperating with nonprofit organ- 
izations for this purpose, by maintaining a clearinghouse for this in- 
formation concerning small business management and by disseminat- 
ing such information. The availability of these grants is limited to 
one within a State in any one year in an amount not to exceed $40,000. 

Regulations establishing this program were issued March 13, 1959. 
At this time more than 100 applications for grants for this fiscal 
year have been received from the 49 States, Hawaii, the District of 
Columbia and Puerto Rico. Fifty-two grants will be made. Applica- 
tions for grants for fiscal 1960 are being solicitied and will be con- 
sidered if received before October 31, 1959. 

Section 602 of the Investment Act provided $27,546,311 in a special, 
indefinite fund for making grants. The fund was derived from re- 
payments by each Federal Reserve bank of the aggregate amount 
which the Secretary of the Treasury had heretofore paid to such 
banks under the provisions of section 13b of the Federal Reserve 
Act. Language inserted in the 1960 Appropriations Act would 
rescind the unobligated balance of the Fund as of June 30, 1959, 
except that $2,080,000 would be available for the making of grants 
in 1960. This language would, in effect discontinue the program after 
fiscal year 1960 unless funds are specifically requested and appro- 
priated for this purpose. 

In this connection, the rescission of the revolving fund makes it 
necessary to delete the last sentence of section 7(d) of the Small Busi- 
ness Act if the grant program is to continue. This change makes 
it clear that funds are authorized to be appropriated for the grant 
program. I am advised that section 20 of the Small Business Act 
would then provide the necessary authority. 

Senator Proxmire. May I interrupt? You are not recommending 
this excision? You are just calling it to our attention? Or are you 
recommending it ? 

Mr. Barnes. I am calling it to your attention, because, if I under- 
stand this correctly, if this change is not made the program would 
end, since the committees would not have authority to appropriate 
after fiscal year 1960. 

If the appropriation act is adopted as it is presently worded, the 
program will be reviewed by the appropriation committees and other 
congressional committees next spring, and appropriations can be made 
for it, for the program, if this legislative change is made. 

Senator Proxmrre. I see. 

Mr. Barnes. The Small Business Administration management pub- 
lications program continues as a growing source of practical and 
eagerly sought information for owners and managers of small con- 
cerns. In addition, university teachers of business subjects use the 
publications as class reference material; trade associations supply 
them to members; and private publishers review and quote them. 
Professional people serving small business use them in advising 
clients. The agency publishes seven regular series. As of March 
1959, the total number of titles issued was 236 and new titles are being 
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added continually. The older titles are republished as annuals and 
are sold by the Government Printing Office. 

The value of SBA cosponsored administrative management courses 
for the owners of small business has been proven. The Small Busines 
Administration furnishes administrative guidance and published ma- 
terials, with educational institutions assuming educational and finan- 
cial responsibility for the courses. More than 575 administrative man- 
agement courses have been cosponsored by the agency since the incep- 
tion of the program about 5 years ago. Almost 19,000 small business 
owners and managers have attended. The unfilled demand is still 
great and there will be continuing need for these courses for an in- 
definite period. 


RECOMMENDED AMENDMENTS TO THE SMALL BUSINESS ACT 


The Small Business Act, in my opinion, is a sound piece of legisla- 
tion. However, as one might anticipate, operation under the statute 
from time to time indicates areas for improvement. There are not 
many legislative problems since the act was reenacted in August of 
1958. 

On April 30, 1959, I recommended to the Speaker of the House of 
Representatives and the President of the Senate a number of changes 
in the act which we consider to be desirable. These proposals have 
since been embodied in a bill introduced by Senators Saltonstall and 
Sparkman (S. 1879). 

Section 3 of the bill amends subsection 4(c) of the act in two re 
spects. First, it increases from $900 million to $1,100 million the 
amount in which funds are authorized to be appropriated to a re- 
volving fund in the Treasury for use by the Administration in the per- 
formance of the duties imposed upon it by the act. Second, it in- 
creases from $500 million to $700 million the amount of the revolving 
fund which may be outstanding at any one time for the purpose of 
making business loans pursuant to subsection 7(a) of the act. 

SBA/’s projection of probable business loan activities through the 
next 15 months points up the necessity for this increase of $200 million. 
It is presently estimated that business loans outstanding, together with 
undisbursed loan authorizations, will total $431,800,000 as of June 30, 
1959, and $553,600,000 as of June 30, 1960. In addition, prudence re- 
quires that the agency have a substantial reserve to cover unforesee- 
able variations in the factors (such as volume, size of loans, and s0 
forth) used in making the estimate. 

Section 4 adds a new paragraph to subsection 5(b) of the act, the 
effect of which is to authorize the Administration to make prepay- 
ments of rentals on safety deposit boxes used by it for the safeguard- 
ing of instruments and other documents held as security for loans 
made to small business concerns and others. 

SBA commonly accepts bearer bonds, stock certificates endorsed 
in blank and other kinds of readily negotiable instruments as col- 
lateral on loans made pursuant to section 7 of the act. Prudence re- 
quires that regional offices of the agency should, on receipt of such 
documents from borrowers, retain them in safety deposit boxes. Such 
boxes are usually rented on an annual basis and, with few exceptions, 
banks demand payment in advance. 
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By letter of June 3, 1955, SBA was notified by Mr. Frank H. Weit- 
zel, Assistant Comptroller General of the United States, that section 
3648 of the Revised Statutes prohibits such prepayments. The statute 
cited by him provides, in part, that: 

No advance of public money shall be made in any case unless authorized by 
the appropriation concerned or other law. 

Consequently regional offices have been able to use safety deposit 
boxes only by obtaining the necessary funds from employees who, 
at the end of the rental ‘period, claim reimbusement from SBA. 

Section 4 of the bill remedies this situation by inserting, in sub- 
section 5(b) of the act, a provision that section 3648 of the Revised 
Statutes shall not apply to prepayments of rental made by SBA on 

safety deposit boxes. 

Section 5 effects two substantive changes in section 10 of the act. 
First, it places the reports which the Administration is required to 
file, pursuant to subsections 10(a) and 10(b), on-an annual basis in- 
stead of a semiannual basis. Second, it eliminates the surveys and 
reports which the Attorney General is required to make pursuant to 
subsection 10(c). 

Subsection 10(a) of the act provides that the Administration shall 
make a report every 6 months of operations under the act to the Presi- 
dent, the President of the Senate and the Speaker of the House of 
Representatives, containing the names of the business concerns to 
whom contracts are let and for whom financing is arranged by the 
Administration, together with the amounts involved. and containing 
such other information, comments and recommendations as the Ad- 
ministration may deem appropriate. 

Subsection 10(b) of the act provides that, on June 30 and Decem- 
ber 31 of each year, the Administration shall make a report to the 
President, the President of the Senate, and the Speaker of the House 
of Representatives, to the Senate Select Committee on Small Business, 
and the House Select Committee to Conduct a Study and Investigation 
of the Problems of Small Business, showing as accurately as possible 
for each such period the amount of the funds appropriated to the 
Administration that it has expended in the conduct of each of its 
principal activities such as lending, procurement, contracting, and 
providing technical and managerial aids. 

Under existing law, therefore, SBA must submit two reports every 
6 months concerning its operations. These requirements were laid 
down when SBA was initiated as a temporary agency of the Govern- 
ment to conduct programs, for the assistance of small business, which 
were considered to be experimental and which were generally ex- 
pected to be of limited duration. The principal reason for requiring 
reports at such short intervals was to furnish the President and Con- 
gress with information essential to a determination of the recurring 
question whether the program should be continued. 

With the establishment of SBA as a permanent agency of the Gov- 
ernment, the need for such frequent reports has been ‘substantially 
lessened. In view of this, as well as the unnecessary expense inv olved 
in preparing and issuing two reports every 6 months, it is believed 
that SBA should, like virtually all other permanent agencies, report 
on an annual basis. Under the provisions of section 5, both reports 
are to be filed on June 30 of each year. 
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Subsection 10(c) of the act directs the Attorney General to make, Be 
or request the Federal Trade Commission to make for him, surveys only 
for the purpose of determining any factors which may tend to elimi- mad 
nate competition, create or strengthen monopolies, injure small busi-} PHYS 
ness, or otherwise promote undue concentration of economic power} “¢ 
in the course of the administration of the act. He is required to sub-} ©: 
mit to the Congress and the President, at such times as he deems} °S 
desirable, reports setting forth the results of such surveys and includ. | 4 
ing such recommendations as he may deem desirable. In 

This subsection adds little, if anything, to the authority and respon-} } P¢ 
sibilities presently reposed in the Attorney General by the antitrust} te | 
laws and other statutes. Its presence in the act serves no useful pur-} “ec 
pose. On the other hand the subsection, by its peculiar wording, sug- } *!™! 
gests that the Attorney General must exercise special vigilance over | ¥!!« 
the operations of the Administration to detect and prevent violations loan: 
of law. This, of course, was not the intent. Indeed the legislative | “* ® 
history of the act indicates that the subsection was inserted inad-} "“ 
vertently. For these reasons, section 5 of the bill deletes it from the | “*' 
act. re. 

OTHER PROPOSALS TO AMEND THE SMALL BUSINESS ACT ; tes 

This subcommittee is also considering a number of other bills to} of 1 
amend the act which I should like to discuss briefly. Most of these} tau 
would extend the disaster loan program presently conducted pursuant | ‘ley 
to section 7(b). Thus it has been proposed that disaster loans be | «14 
made to small business concerns suffering economic injury due to} 0 
federally aided highway construction programs (S. 1340); due to} tt 
their displacement by urban renewal projects (S. 1351, S. 1777); and} In 
due to the foreign trade policies of the United States (S. 1609). an 1 

The purpose of section 7(b), as originally enacted, was to provide | °"¢ 
financial assistance to persons whose business premises, residences or | the : 
other property are destroyed or damaged by the physical impact of | cl 
a flood, hurricane or similar disaster. The emergency nature of the | # N° 
measure is manifested by the presence of a provision limiting interest | “P' 
on such loans to 3 percent and by the absence of any requirement for 
collateral. A businessman whose property was not damaged by such } P's 
impact was not eligible for a disaster loan, under the original provi- Se 
sions of the section, even though he suffered economic injury as a re- | PP 
sult of a disaster. indi 

In 1955, numerous small dealers in farm implements and supplies | °" 
were in serious difficulty. Farmers, to whom such concerns had ex- hea v 
tended credit, were unable to meet their obligations because their M 
crops, which had been expected to yield the necessary funds, were | 2S 
ruined or spoiled by drought conditions. ull, 

Moreover, since the disaster had brought sales to a virtual stand- | 7P¢ 
still, the dealers were caught with mounting inventories which they Se 
had no means of financing. Congress considered the urgencies of Recc 
this situation such as to justify an amendment to section 7(b) auth: }™™ 
orizing the Administration to make disaster loans to any small-busi- 7 
ness concern located in an area where a drought is occurring, provided | ¥€ 
that such area has been officially declared a disaster area and provided J. M 
that such concern had suffered economic injury as a result of the }2¢ 
drought. desta 
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rake For approximately 2 years, this drought provision constituted the 
veys only exception to the rule of section 7(b) that disaster loans can be 
limj.} made only to persons whose property has been damaged by the 






busi.} Physical impact of a disaster. Lately, however, an increasing ten- 
ower} dency has developed to call for further exceptions. Last year, the 
sub.| Congress amended the provisions of the section to cover small-busi- 





ness concerns suffering economic injury resulting, either directly or 
indirectly, from excessive rainfall. 

In addition to these four Senate proposals, another bill (H.R. 87) 
is pending in the House to provide disaster loans to avoid or alleviate 
the effect of a serious economic disaster, depressions or dislocation 
affecting any group, area or industry. Furthermore, a number of 
similar proposals were made in the 85th Congress, many or all of 
which will probably be renewed. Thus it was suggested that disaster 
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tions } loans be made to small-business concerns suffering economic injury 
ative | 288 result of programs administered by the Secretary of Agriculture 
‘nad. | Uder the provisions of the Soil Bank Act (S. 3455); and as a re- 





sult of any catastrophe affecting the areas in which they are located 
(S. 2959, H.R. 9926, H.R. 9727). 

The 85th Congress was also urged to authorize disaster loans to 
business concerns located in an area determined by the Secretary 
of Labor to be an area of substantial labor surplus, if the adminis- 
tration determines that the granting of such assistance will tend to 
alleviate unemployment in such area (S. 244, H.R. 179, H.R. 2150) ; 
and to business enterprises and communities adversely affected by 
economic conditions resulting from the trade policies of the United 
States (S. 2907, H.R. 9505). 

In my view, none of these proposals can properly be considered on 
an individual basis. Their relationship is such that the adoption of 
one would lead inexorably to the adoption of some, perhaps all, of 
the others. The aggregate effect of all these amendments would be 
to change section 7(b) beyond recognition and to write into the act 
anew type of economic disaster assistance totally different in con- 
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terest | °ept from the original disaster program. 

nt for} J personally question the advisability of instituting Government 
+ such | Programs to protect against all types of risks and economic disasters. 
provi- Senator Proxmme. Does this mean at this point that you would 
; a re- | Ppose all these bills, not because you do not feel each of them might 





individually have merit but because they will inevitably lead to 

















pplies | “ormous expansion of your responsibility and would require much 
ad ex- | vier appropriations? Is that correct? 

;»| Mr. Barnes. Yes, sir; that plus the fact that Congress is consider- 
, their or? 








ing some of the aspects of these proposals under the area assistance 
bill, for instance. I have this as a personal view about all of this 
type of lending: 

Section 7(b) as it was contained in the laws administered by the 
Reconstruction Finance Corporation and by the Small Business Ad- 
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~auth- | Wnistration for the first 3 or 4 years in its life was limited to the impact 
'1-busi- | Ype of disaster, the flood, the hurricane, the cyclone. 
ovided | Senator Proxmire. Heavy rain? 








_Mr. Barnes. That type of thing. It is possible to know when there 
sactual eligibility under that program. A man’s property has been 
iestroyed, or it has been damaged, and it is possible to tell the time 
ind place that it occurred and to estimate it. 
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In all of these other types you have a much vaguer eligibility test, 
In almost every instance it can be equally true that the economic dis. 
tress is caused | y the business polic ies of the owner of the business, 
I think that before any move in this direction is extended beyond 
where we have already gone—we are into the drought and the exces. 
sive rainfall—— 

Senator Proxmire. May I interrupt at that point to say if you were 
to establish the principle that SBA would only come in in those cir. 
cumstances where the business policies of the owner of the business had 
no effect whatsoever on their difficulties, then it would seem to me 
that every one of these would qualify. They are listed as those that 
are affected by urban renewal proposals, foreign policy measures, 
trade measures, all kinds of things that are completely beyond the 
control of the owner of the business. Is that not correct? 

Mr. Barnes. Yes, sir; that is true, sir, and my personal view is that 
I do not believe a Government program can be effective in removing all 
of such types of risks. 

There is an element of risk that must be assumed by a businessman 
in starting a business, and many of these are things that he can well 
anticipate, anticipate in advance. 

I think that the more restricted area of disaster assistance for this 
program as the proper type of criteria. The law should be restricted 
to the areas where it now operates. 

That is the intent of my recommendation. 

Senator Langer has introduced a bill (S. 1666) which is evidently 
designed to empower SBA to provide financial and other forms of 
assistance, pursuant to the Small Business Act, to four types of en- 

terprises: 

1. Corporations engaged in the raising of agricultural products for 
sale: At the present time, all of the Government’s loan programs for 
farmers are administered by the Department of Agric ulture. Under 
its supervision, the Farmers Home Administration makes loans to 
individual farmers for operating purposes, for the improvement or 
purchase of farms, for soil and water conservation, and so forth. 
Although corporations engaged in farming are not eligible for assist- 
ance under these normal programs, they may obtain Yoans from the 
Farmers Home Administration under emergency conditions, as where 
their production 1 is disrupted by natural calamity. Ifa normal loan 
program is to be established for corporations engaged in farming, 
it should not, as proposed by S. 1666, be segregated from the closely 
related lending activities of the Department of Agriculture and dele- 

gated to the Small Business Administration. 

For these reasons I believe that, if the Congress finds it desirable 
to establish a normal-loan program for corporations engaged i 
farming, the duty of administering it should be assigned to the 
Department of Agriculture. 

2. Corporations engaged in the processing or canning of agricul- 
tural products for sale: SBA has always recognized that. the process: 
ing or canning of agricultural products for sale are commercial, 
rather than agricultural, enterprises. We have made a large number 
of business loans, under the provisions of existing law, to firms en- 
gaged in such operations. Since this portion of the bill gives the 
Small Business Administration authority which it already possesses, 
I do not recommend its enactment. 
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Corporations engaged in the developing, leasing, or sale of farms 
or See for the production of agricultural products: A corporation 
which develops, leases, or sells lands to be farmed by others is engaged 
ina commercial, rather than an agricultural, enterprise. Accordingly 
it may, if otherwise eligible, obtain a business loan from the Small 
Business Administration. Since this portion of the bill gives the Ad- 
ministration authority which it already possesses, I do not recommend 
its enactment. 
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had The Loan Policy rape in the exercise of the discretion conferred 
> Le ° ° . = ~ . ‘ 
) me} Upon it by section 4(d) of the Small Business Act, has established 
that | the principle that as assistance is not to be given which wiil 





provide funds for speculation in any kind of property, real or per- 
sonal, or which will free funds for such speculation. A loan applica- 
tion from a corporation engaged in this third type of enterprise 
would, of course, be examined in the light of that principle. 

4. Individuals, cooperatives, partnerships, associations, or other en- 
tities engaged in the sale of agricultural products: Taken literally, 
this portion of the bill would seem to entitle farmers to loans from 
the Small Business Administration since they are engaged in the 
sale, as well as the production, of agricultural products. I feel sure, 
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» however, that such is not the intent. The purpose, I believe, is to 
icted | benefit concerns which buy agricultural products for resale. 
Thus construed, this portion of the bill would effect no change in 
existing law. Concerns which buy agricultural products for resale 
ently | 2#e clearly engaged in commercial, rather than agricultural, enter- 
na prises. They may, if otherwise eligible, obtain business loans from 
f ox SBA. We have made hundreds of such loans to wholesale and retail 
grocers. 
ts for| , Since this portion of the bill gives the Small Business Administra- 
1s for} ton authority which it already possesses, I do not recommend its 
Inder | “nactment. 
ns to| . Senator Sparkman has introduced a bill (S. 2032) amending the 
ont or | Small Business Act to improve the opportunity of small business con- 
forth, | @?S_to participate in the Government procurement program. Ob- 
assist | VOusly we concur in this aim. 
m thet i” commenting on this legislation, I must confine my remarks to my 
where | OW personal views. I am not, at this time, authorized to speak for 
1 loan | the Administration in this matter. 
“ming, Section 1 of the bill would extend the congressional small business 
Josely | Policy to subcontracts for property or services to be utilized in per- 
1 dele- forming Government contracts. Section 2 (2) and (3) of the bill 
would authorize this agency to obtain for review records concerning 
sirable | etting of contracts and subcontracts and making of loans, from 
ved in Federal agencies engaged in procuring or engaged 1 in financing pro- 
to the | ‘’rement or production, and to study the procurement process. "These 
proposed changes may be desirable but I would want, of course, to 
cricul- | Lear the views of the procurement agencies on these changes. 
rocess | 1 might say as to the section authorizing us to obtain for review 
ercial, records of other agencies, I have had an examination made of our 
umber | °WN past experience in this field, and we cannot recall any major 
at a instance in which we were refused information that we requested 
ves the | 0m another Government agency. 
Ssesses In minor instances, only two or three of them, we were subsequently 





able to get the desired information by going to higher channels. 
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I do not know exactly what Senator Sparkman may have had in 
mind, but I just merely want to state for the record that our actual 
experience has not been bad here with other agencies. In fact, it has 
been good. They have collaborated with us. 

Section 2(1) of the bill seeks to clarify the applicability of certifi- 
cates of competency issued by SBA. Certain procurement agencies 
have refused to award contracts to small firms certified by SBA as 
having the capacity to perform the contract under consideration, alleg- 
ing that these firms are not responsible because of unsatisf: actory 
performance of a prior contract. To the extent that the procurement 
agency looks to the bidder’s past performance only as evidence of 
lack of integrity, in the view of this agency the determination as to 
whether the contract is to be awarded is not affected by the issuance 
of a certificate of competency. 

However, past performance also is an indication of a firm’s present 

capacity to perform the proposed contract. To this extent it is within 
the scope of the certificate of competency, and awards may not be 
refused after issuance of the certificate because of this unsat isfactory 
past performance unless the procurement agency determines on the 
basis of sufficient evidence that the certified firm lacks integrity. 

I believe that the present language of the Small Business Act is to 
be intepreted in this manner, and this distinction has been affirmed 
by the Comptroller General. The Comptroller General presently is 
considering several cases in which this distinction is an issue. We 
hope that his decision will dispose of the question. If not, this agency 
would consider recommending an express legislative pronouncement 
of this distinction between capability and integrity. 

In addition, there is some evidence that in some cases Government 
procurement officials may not be notifying this agency of all rejec- 
tions of small business concerns because of alleged lack of financial 
or technical capability to perform the contract work. The C omptroller 
General has indicated that where the regulations of the procurement 
agency require such notification (and in most agencies they do) the 
agency must comply with aur regulations. Here, again, if the 
failure to notify SBA becomes a serious problem, we will consider ree- 
ommending that referrals to this agency for certificates of competency 
not be dependent upon the willingness of the procurement agency to 
notify SBA of a proposed rejection. 

Section 3 of the bill would extend the joint determination set- 
aside program to subcontracts. This program would, of course, be of 
particular significance under the “weapon system” type of procure- 
ment. This “procurement method was the subject of hearings con- 
ducted by the Select Committee on Small Business of the Senate and 
also presently is under investigation by the Subcommittee for Special 
Investigations of the Committee on Armed Services of the House of 
Representatives. We anticipate that the Committee on Armed Serv- 
ices of the Senate, in considering S. 500, will look into the problems of 
subcontracting under this procurement system. I believe it may be 
desirable to withhold taking action on section 3 of the bill until the 
records of these hearings are completed and available for study. 
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SMALL BUSINESS INVESTMENT COMPANIES 


The public interest in the small business investment companies is 
gratifying. From September 1, 1958, through January 31, 1959, the 
ne y answered 13,000 letters and inquiries on the new program. 
In January alone we answered 8,000. 

Senator Proxmmer. May I interrupt at that point? I think we are 
getting to something th: at is of critical importance. You say you 
answered 13,000 letters between September 1 and January 31 and 
8,000 in January. What has happened since then? Has the interest 
dropped off a little bit in view of the fact that progress has been fairly 
slow ¢ 

Mr. Barnes. There are not so many inquiries of the letter type be- 
cause we have issued regulations, made them available to the Federal 
Register, and published articles explaining the programs and have 
made printed copies of the regulations and information sheets avail- 
able in all of our field offices. 

Many of the letters that were received in the fall and then in 
January were asking questions about how to form companies, what 
the regulations would provide, what the plans should be, that type of 
question that was disposed of by the publication of regulations, by the 
issuance of information bulletins, and the meetings we held across 
the country. 

In my view, the interest has not fallen off. These inquiries and 
letters that I referred to were in part inquiries from attorneys and 
accountants and people that were seeking to learn about the program 
themselves so that they could advise someone else. 

The other bulk was from actual investors or people that intended to 
form companies. 

Almost every one of the latter, the investors and the people that 
intended to form companies, appeared at the meetings that we held 
across the country. There were some 10,000 people that appeared 
and were in the audiences at the public meetings we held. 

Senator Proxmire. May I interrupt at that point ? ? You said 10,000 
people appeared? What size program did you or do you envision for 
the SBIC? Did you envision having several thousand of these com- 
panies formed ¢ 

Mr. Barnes. I made an estimate earlier in the year that there would 
perhaps be 300 companies formed. 

Senator Proxmire. I am talking about the ultimate. 

Mr. Barnes. I think there will be 200 companies perhaps formed 
this calendar year. 

I think that there will be several thousand investors in those 200 
companies. 

If certain action is taken by Congress to improve the program, I 
believe that there will be more companies formed. 

Senator Proxmire. What I have in mind is that we have $250 mil- 
lion authorized to be appropriated for this purpose, and this, it seemed 
to me, was based on the assumption by Congress that there would be 
several thousand companies. Is that correct? Or is it your notion 
that it would be a lot less than that ? 


Mr. Barnes. I would not think there would be that many companies 
formed the first year or two. 
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Senator Proxmire. No, no. I am trying to get an overall picture 
of this, to begin with, so we may have some standard of measuring this 
progress. 

Mr. Barnes. The only way I can make my estimate is this: There 
are 16,000 banks in the country. There is not the need for as many of 
these companies as there is for commercial banks certainly. A fewer 
number of companies possibly can do the work envisioned by this pro- 
gram. But certainly there is room for several thousand companies. 

Senator Proxmmre. Yes. 

Mr. Barnes. And the speed with which those companies will be or- 
ganized and how effective they are will depend, I think, on certain 
legislative changes, some of which I am recommending and others 
which will not be made by me before this committee. 

Senator Proxmire. Very good. 

Mr. Barnes. I get into that here in my statement when I talk about 
the creation of a secondary market for their securities and such things 
which will tend to step up the volume of work that can be done by 
these companies and the interest that investors may have in them. 

The proposed SBA regulations under the act were prepared and 
published in the Federal Register on October 29, 1958, just 2 months 
and 10 days after the act itself was passed. The public was given 30 
days during which to comment and make suggestions. Many helpful 
comments and suggestions were received and adopted and the final 
regulations were published on December 2. This was 3 days after the 
closing date for submitting co yi three 3% months after 
the passage of the act. 

Because of the complexity of the subject matter involved in the 
Small Business Investment Act. and its regulations, we felt it desirable 
to hold meetings in various parts of the country to explain the act and 
regulations in detail and to answer questions of persons who were 
interested in forming small business investment companies, or in being 
associated with them in some way. 

An effort was made at such meetings to limit the audience as far as 
possible to investors, accountants, lawyers, and other persons inter- 
ested in the formation of such investment companies, rather than 
borrowers or others seeking financing from the companies, 

The first meeting of this kind was held in Minne: polis in late Sep- 
tember and was so well attended—about 700 persons were present— 
there was standing room only. Interested persons came from all 
over Minnesota, from the adjoining States of Wisconsin, Lllinois, 
Iowa, Nebraska, the Dakotas, and from as far away as Missouri and 
North Carolina. 

A later meeting was held in New York on December 2 under the 
auspices of the American Management Association. This meeting 
had as speakers not only a group from the Small Business Admin- 
istration, speaking on various topics relating to the act, but also 
representatives from the legislative branch, the Bureau of Internal 
Revenue, Securities and Exchan ge Commission, and informed private 
individuals. The proceedings of this meeting were published as an 
official document of the Senate by the Senate Select Committee on 
Small Business. 

Other meetings subsequently were held in Los Angeles, Kansas City, 
Philadelphia, New Orleans, and Boston. Individual speakers dealt 
with the subject in other meetings in Chicago, Cleveland, Pittsburgh, 
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Dallas, Galveston, and elsewhere. Our field offices have furnished 
speakers to smaller meetings in many other cities, when requested. 

The Securities and Exchange Commission cooperated in all of the 
larger meetings, by furnishing speakers on subjects relating to the 
Securities Act of 1933, the Investment Company Act of 1940, and 
their relation to the Small Business Investment Act. 

In all, approximately 10,000 persons attended these meetings, and 
a great many indicated their interest in the formation of these new 
small business investment companies. We estimate that 200 to 300 
comps anies are now in various stages of formation. 

Senator Proxmire. What do you tb: ase that est ane ite on? 

As I understand it, as of this morning, 15 have actually been 
licensed ? 

Mr. Barnes. Yes, sir. We have over 80 applications or proposals 
pending. 

At one time we asked people to give us notice of their intent to 
form these companies, and we received information from over 100 
companies, only a part of which have subsequently filed, so they are 
still in process of forming. And then in 

Senator Proxmire. Is it possible that a number of those became dis- 
couraged or took another long look at it and decided not to do it? 

Mr. Barnes. Well, of the companies that have filed with us, have 
filed proposals, we have a group of two or three or more that have 
said to defer action until Congress acts on our legislative proposals, 
that “we want to know what changes will be made.” 

A number of individuals have told us the same thing—that they 
are in the process of formation but are not going to a a papers 
until they see what changes are made in the act this ye 

Senator Proxmire. Would you feel in most cases they 1 w vill go ahead 
regardless of what Congress does ? 

Mr. Barnes. I think some of them will; yes, sir. 

Senator Proxmire. Do you think some of them will not? If the 
Congress fails to change the law substantially ? 

Mr. Barnes. I think some of them will not unless some of the pro- 
posals that we have made are adopted. 

I base that on the testimony of some of the companies themselves 
who testified before the subcommittee of the House, the Select Com- 
mittee on Small anaes 

Senator Proxmire. I do not want to press this speculation too far, 
but it is extremely important. You are in the best possible position 
to tell us. Do you estimate that people who have not yet indicated 
any formal interest—they may have asked about it or attended a meet- 
ing but not indicated any formal interest by asking for papers and so 
forth—might do that in the event the recommendations you are mak- 
ing are carried out ? 

_ Mr. Barnes. Yes, I think there will be more filed, and increased 
interest, if the recommendations we made are carried out. 

Senator Proxmire. There would have to be greatly increased in- 
terest in order to come anywhere near the ambitious notions that m: iny 
of us have had for this in the Congress, would there not? 

Mr. Barnes. Yes. 

Of course, that gets me into the tax field, and I have been trying 
toavoid talking about the tax field. 
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But we are having some discussions with Treasury Department in 
this general area. We do not have any recommendations to make, 
At this time my recollection of the testimony before the House com- 
mittee by some of the men that were actually in these companies was 
to the effect that they felt that the tax changes made last year were 
rather negative in nature, that they took care of losses but that there 
was not much of a tax inducement of any kind to get into this 
business. 

That being the case, they could just as easily form a company not 
under the Small Business Investment Act and perhaps have even 
more freedom. 

This is not an area in which I make any recommendations. The 
recommendations must come from the Treasury itself. I do not at 
this point even wish to say as to what type of changes should be made 
or that any should be made at all. 

But I think in these two areas, the changes we have recommended 
and possible tax changes 

Senator Proxmire. You are making recommendations but not in 
the tax field? Isthat right? 

Mr. Barnes. That is right. We have made recommendations em- 
bodied in the bill introduced by Senators, I think, Saltonstall and 
Sparkman, S. 2139, which I will get to in just a minute. 

The background and purpose of this testimony were to indicate 
to the committee and to explain to the committee that we have madea 
really sincere effort to inform the country, the people in the country, 
how these companies may be formed and what they may do. 

I want to indicate that there has been no reluctance on our part to 
organize and license these companies, nor do I know of any area in 
which there is an unreasonable delay or redtape that was not con- 
templated itself in the law setting up the program. 

Senator Proxmire. I think the record is abundantly clear that you 
have certainly done a substantial job of informing and publicizing the 
SBIC. 

There is no question about that in my mind. The record that you 
have just discussed makes that overwhelmingly clear. 

Mr. Barnes. Let me say that if we had 50 companies or 100 com- 
panies that had been operating a year so that we had experience with 
them and the committee could take testimony from them, we might 
think of more specific changes that might be made either in the law 
or regulations. But in all honesty and sincerity, in dealing with these 
companies, we find few areas in which there is actually a need of 4 
change in the regulations or the law. 

We have made specific changes in those areas where we have seen 
a need. We have a perfectly open mind about the regulations. As 
areas develop where changes are needed, we will consider them. 

I will continue with my statement. 

About 3 weeks’ time is required to process a proposal. One of the 
time-consuming activities is the checking of credit standing and the 
references given by the officers, directors, and organizers of the com- 
panies to make certain that they are persons qualified to handle other 
people’s money and to operate such companies. It is usually 15 to 
20 days before all of the replies to these inquires are received and 
evaluated. 
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in | , Tf the SBA action on the proposal is favorable, a notice to proceed 
ke, | is sent to the organizers, indicating that a license will be granted if 
ym. | the company is actually formed and capitalized as stated in the 
vag | Proposal, with any amendments SBA may require. After a notice 
ere | (0 proceed is issued, SBA can take no further action until the agency 
ere | Tecelves the formal application for licensing, in which the applicants 
his | certify that all matters have been completed. 

To date, the agency has approved 41 notices to proceed. 
not |, 2m going to give you different figures. I will give you current 
ven | figures rather than the ones given in the statement. 

The proposals received as of June 18, 1959, are 89. 

The | __Lhe total capital involved in those 89 proposals was $32,590,783. 
t at | Lhese proposals—— 
‘ade | Senator Proxmire. Can you tell me the largest company involved? 

Mr. Barnes. The largest company to my recollection was an invest- 
ded | Ment company that proposed to deal with electronics companies, to 

finance electric companies, which subsequently put out an issue of 
t Dp stock underwritten which was, I noticed in the Wall St reet Journal, 
fully subscribed. And it was $12 million, I think. No; $18 million. 
em- | Senator Proxmire. Is that $18 million of the $32 million ? 
and | Mr. Reap. That is not included. 

Mr. Barnes. We licensed them as a minimum company, but they 
icate | cleared through SEC, and they are now going to the public. There 
.de a | bas been the announcement in the Wall Street Journal by their under- 
ntry, | Writers of this issue. 

F I heard at the end of last week that the full amount had been 
rt to | Subscribed. é ; 
ea in} Senator Proxmire. Perhaps I misunderstood what you said when 
con- | You said $32 million of capital involved. Is that what you said? 

Mr. Barnes. Yes. 

t you Senator Proxmire. The $32 million then would include what por- 
o the | ton of this largest company ? 

"= Mr. Barnes. That would include their original proposal to us. 

t you} Senator Proxmtre. Which was for $12 million ? 

Mr. Barnes. For $300,000 of the $18 million. Only $300,000 would 
com- | reflected in the $32 million here. 
with |. Senator Proxmire. That is why I press the point. I thought the 
might |*2 million might include all the capital involved, private and SBA. 
e law} Mr. Barnes. No. 2 tee aii. 
these | Senator Proxmire. You mean $32 million of SBA capital is in- 
1 of a prolved ? 

Mr. Barnes. No, sir. That is the original proposal of the company 
» seen }°f the capital it would have at the time of its licensing, which would 
;, As} the capital subscribed by the company plus any subordinate de- 
; tentures purchased by the Small Business Administration. 

Senator Proxmire. In view of the fact that the largest company— 
of the }2d this is the largest company—is you say only $300,000; are they all 
nd the }#inimum size, then? That is the minimum size. 

» com-|. Mr. Barnes. This is Mr. Duncan Read, Deputy Administrator 
. other | or the Investment Division. 

- 15 to} Mr. Reap. Answering this question from memory, just recollec- 
.d and |4ons, the largest company was wholly owned bank company which 





vas organized and licensed for roughly a million dollars as its total 
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capital, There is another such company that we know is in process 
of being organized because they have been dealing with the SEC but 
which has not filed their papers with us which I think is a $6 or $7 
million company. 

By this I am referring to the original paid-in capital. 

Now, we do not include in this figure a capital which they may 
raise by subsequent sale of securities through public offering, because 
this may change from time to time. 

Senator Proxmme. Yes. 

Mr. Barnes. I was just giving you a general view of what amounts 
were involved in the original filings. 

I had indicated that of the 89 their original capital in total amount 
$32,590,000. And these 89 proposals had requested that the SBA 
purchase subordinate debentures in the amount of $7,410,000. 

Senator Proxmire. You were dealing initially with what? Were 
there 14 or 15 companies involved ? 

Mr. Barnes. I am giving you a rundown on what the current 
figures are as of today. 

Of the 89 companies, we have given notices to proceed to 41 com- 
panies with a total capital of $14,783,000, and of which we would 
purchase subordinate debentures in the amount of $2,700,000 in round 
figures. 

We have issued licenses to 15 companies. 

We have had applications from development companies, from 18 
development companies, and have approved 12 development company 
loans in a total amount of $1,526,000. 

Senator Proxmire. In all these cases is SBA money involved ? 

Mr. Barnes. No, sir. 

Senator Proxmire. It is not? 

Mr. Barnes. About half of them. 

Senator Proxmire. Only half? 

Mr. Barnes. Have requested that we purchase subordinate de- 
bentures. 

Senator Proxmrire. I see. 

There would be no SBA money of any kind involved in half? Is 
that correct ? 

Mr. Barnes. That is right, yes, sir. 

The time between submission of a proposal and issuance of a license 
is not entirely taken up by SBA activity, as the organizers of a com- 
pany must devote considerable time with other Federal and State 
agencies after they receive a notice to proceed. 

Organizers of small-business investment companies are required to 
clear with SEC as to registration of their company under laws ad- 
ministered by the Commission. Other Government agencies must also 
be consulted by the organizers in some instances. For example, bank- 
holding companies must clear certain problems with the Federal Re- 
serve Board. Many proponents have been studying the internal 
revenue laws before determining the form of organization and the 
extent of activities to be engaged in by the proposed company. 

Each of the States has officials who administer the corporation, 
banking, and securities laws. Consequently, the organizers must de- 
vote considerable time with State authorities in obtaining a charter 
and in clearing any public offering of their securities. 
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I might say that we have noticed that the first few times, the first 
time or two that a company is organized in a State, it takes much more 
time than it does the second or third or fourth application. As the 
State authorities become acquainted with the companies and what 
they intend to do, they work out their procedures. 

But this has meant that it has taken us a little more time the first 
few times a company is organized in a State than it does later, and 
this would tend to indicate to me that the State authorities are coop- 
erating very well in the arrangements that they are making to permit 
the organization of these companies. 

I might interpolate by saying also I know of only one State in 
which it seems likely that we will have to issue Federal charters, 
and that is due to the fact that a bill that was introduced in the State 
legislature, in effect, to help with the organization of these com- 
panies in some way got off the track, and they put such restrictions in 
the bill that it may “not be possible for companies in this particular 
State to operate. 

But it has not cleared both houses in the legislature of that State, 
and maybe the Governor will veto it. 

We have not had problems in some of the other States. In some 
of them they are waiting until they do change their laws, but that is 
the only problem that we have seen. 

Senator Proxmire. Can you give us the names and locations of the 
companies that have been licensed ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. We would like to have that in the record. 

Mr. Barnes. We will furnish it to the record at this point. 

(The information requested follows:) 


Small business investment companies licensed by the Small Business 
Administration 








| 
Name | Original | Subdebs_ | Date licensed 
Citizens & Southern SBIC, Marietta and Broad Sts., At- | 
SES LA Ree pe eee as ees See ee es LL ae | Mar. 19, 1959 
First Midwest SBIC, 512 Nicollet Ave., Minnez Apolis, Minn_- 315, 000 |___-- Do. 
Allied SBIC, 1115 17th St. NW., W ashington, D.C a 302, 000 | $137, 000 | Apr. 23, 1959 
Bloomington SBIC, 410 West W ashington St., Bloomington, 
ena. Sates 301.000 | 150, 000 | May 1,1959 
United SBIC, 534 North Calvert St., Baltimore, Md__-.-.__- 501, 585 PERI -| May 8, 1959 
First SBIC of New England, 1 Federal St., Boston, Mass____- 325,000 |_._.- | May 1, 1959 
The Third’s SBIC, 170 4th Ave. North, Nashville, Tenn. ___- 305, 000 | 145,000 | May 11, 1959 
Fidelity SBIC, 2338 Central Ave. NE., Minneapolis, Minn__-| 305, 000 |....--..------ | May 18, 1959 
Electronics Capital Corp., Bank of America Bldg., San Diego, | 
Se ee eeret. fo a te eee beer oe eee ea are 1 305,001 |......-.. | May 22, 1959 
First Milwaukee SBIC, 745 North 4th St., Milwaukee, Wis. . 302, 000 | 142,000 | May 27, 1959 
Baltimore Business Inv. Co., 906 Mey erhoft Bldg., Baltimore, 
TE sie 2 ok 8 Ean cles paneer Seta seek ~ancmietin= 30-5 ef 305, 000 | 145,000 | May 22, 1959 
Pacific Continental Corp., 120 Montgomery St., San Fran- | | 
te 303, 000 | 150,000 | June 2, 1959 
Marin-Sonoma SBIC, 1534 5th Ave., San Rafael, Calif "ee 300, 000 | 150, 000 Do. 
South Florida SBIC of Miami, Florida, Inc., 303 Ainsley | | 
OS Se eee J An an Veh eedodeeas -inme GN inn ceesnewenne June 5, 1959 
Texas Continental Inv. Co., Inc., 1706 Davis Bldg., Dallas, | 
Bests bn ne Guissntetd nophtichbadenank dete addnacdogeoctmhng ack 300, 000 | 150,000 | June 19, 1959 















! Subsequently sold $18,000,000 of common stock. 


Mr. Barnes. A point I did not mention in the figures I gave you 
a while ago is that, of course, those figures do not indicate that these 
companies may come in for the section 303 loans. I only was giving 


you figures as to what the original proposals of the companies in- 
volved were. 
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There may be more Federal funds required in connection with these 
companies as they get in operation, because they do not ask for the 
303 loans at first. We do not encourage that they do, because there 
is no need for it if they otherwise are able to get started. 

The staff of the Small Business Administration has worked dili- 
gently in formulating reporting forms and procedures for use by 
the investment companies for licensing purposes and for operations. 
This information is being keyed to the requirements of the Securities 
and Exchange Commission in order to avoid duplication and to serve 
the needs of both the Commission and the Small Business Adminis- 
tration, as well as those of the investment companies. 

The SBA staff is also collaborating with a committee of accountants 
in drafting these accounting and reporting forms and procedures nec- 
essary for regulation and examination. This committee has been most 
helpful to us in pointing out ways to simplify procedures and hold 
down accounting and auditing costs. It is planned to furnish the 
investment companies with a recommended manual of account classi- 
fications for the guidance of the companies and their accountants. It 
is expected that this manual will be supplemented with legal opinions 
and operating instructions helpful in formulating loan, investment, 
and other other operating policies by management. 

The financial reports prepared on the basis of the recommended 
accounts will be used by certified public accountants engaged by in- 
vestment companies in the conduct of their audits and examinations, 
as well as by the managements of the investment companies. In turn, 
the certified public accountants’ audit reports and managements’ fi- 
nancial reports, will be used by the SEC and by Small Business Ad- 
ministration examiners in their review of the financial position and 
operations of the investment companies, thus minimizing the num- 
ber of Federal employees required as examiners and avoiding dupli- 
cation of reporting. 

Separate regulations were required for the development company 
lending programs under title V of the Small Business Investment Act, 
and these were completed and published in the Federal Register on 
December 31, 1958. Applications for loans under title V total 19 to 
date, including 1 pending application from a State development com- 
pany under section 501. Of the 18 applications from local develop- 
ment companies, 12 have been approved for $1,526,000, 2 have been 
declined, and 2 withdrawn. 

When the programs under the Investment Act are fully imple- 
mented and coordinated, we believe that small business concerns will 
be provided the necessary financial assistance to which they are en- 
titled in furthering their growth and the progress of the national 
economy. 

Senator Proxmire. How do you feel about the State develop- 
ment companies’ participation in this? Do you think it has been 
about what you would expect, or has it been a little slower than it 
should be? 

Mr. Barnes. I think it is about what we would expect, since with 
one or two exceptions none of the State development companies can 
participate unless they change their basic law under which they were 
organized, which in almost every case called for their funds to be 
raised in a certain way. 
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Senator Proxmire. Do you find that they are doing that? This is 
the year the State legislatures meet, of course, and if they are going to 
act they have to do it now. 

Mr. Barnes. One or two hi ave done it. Bills are pending in some 
legislatures. Some are not going to do it at all. They have decided 
just not to do it. ' 


We are finding a great deal more interest on the part of the local 
development companies. 

In that situation, you know that authority to make those loans is 
only continued until 1961, and we have found a number of areas in 
which the local development companies have a real interest and are 
even making plans or formulating companies which will come in while 
that authority is in existence. 

Senator Proxmire. Are there any statistics available on that? Any 
indication of the number of local companies there are ? 

Mr. Barnes. The figures I have given you are all that have replied 
to date. But that is during roughly a 6-month period, and you must 
understand that this involves in a situation the people in a community, 
businessmen, getting together and determining that there is a need 
for a local dev elopment company, hiring attorneys, organizing the 
company, then subscribing their funds to it, and then actually finding 
a situation in which a small business is involved that they can finance 
by that route. 

Senator Proxmire. You expect both of these to increase greatly, do 
you not? Here you have 1 out of 50 States. Most States ‘have some 
kind of development company, do they not? 

Mr. Barnes. No, sir, there are only 16 that have statutes authoriz- 
ing the creation of a State dev elopment company. 

Senator Proxaiee. What I mean is that most States have some 
kind of a program for attracting industry. 

Mr. Barnes. Yes, sir. 

Senator Proxmire. Some kind of a program that can easily be 
shifted or developed or modified so that it would meet the purposes 
of this act, too. Is that not correct? 

Mr. Barnes. Yes, sir. 

You are asking for my opinion, and I will give you a personal 
opinion. It isto this effect : 

I believe that the small business investment companies and their 
activity will in some measure replace the need for State development 
credit companies in those States that do not have them. And it is for 
avery basic reason. I will say small business investment companies 
and local development companies. And that is for the reason that an 
investor will invest in a small business investment company because 
he believes he can make a profit or he will subscribe money to a local 
development company because he believes that the addition of a new 
payroll to his community, his local community, will help his business 
locally. 

It is not as clear to an investor, in my opinion, that a State develop- 
ment company will help his business personally. 

There is not as much of the so-called enlightened self-interest evi- 
dent to an investor in connection with a State development company. 

So that they must, as in Pennsylvania, be set up with State funds, 
treated by State statute, or in the New England areas set up in a way 
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that permits banks and some few well-to-do individuals to invest in 
them. 

But the motive and the impetus to invest or the inducement to 
invest is not quite as clear in connection with the State development 
companies as it is in connection with small business investment com- 
panies and the local development companies. 

Senator Proxmire. Do you have any figures on the number of local 
development companies ¢ 

Mr. Barnes. Just general figures. There were as many as 2,200 in 
the country, but— 

Senator Proxmire. There were as of last year? 

Mr. Barnes. No, as of about 3 or 4 years ago. That was the last—— 

Senator Proxmire. And only 18 have applied? 

Mr. Barnes. But a great many of those were only organized to 
finance one particular enterprise In a community and were inactive, 
They were in existence in the sense that there was a form of organiza- 
tion but they were not active. 

The law very properly I think provides that this type of financing 
is only available when a local development company needs it, when 
it actually gets a situation in which it must build a factory for a con- 
cern that is going to move in there or that is going to expand. 

So that the actual number of loan applications filed is not a good 
measure of the activity. There may be several hundred 

Senator Proxmire. I do not mean to interrupt, but are there not a 
large number of these companies that are in really small towns? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. The best example I have ever seen is in my own 
State, in Elkhorn, Wis., a little town of 3,500 people. They have 
a very aggressive, excellent investment company that has done a mar- 
velous job, but they are far too small, it would seem to me, to qualify 
under this act. 

It would seem to me the minimum capital is more, probably, than 
they would be in position to raise. 

Mr. Barnes. Sir, I think this act can be very helpful to them. 
I think it provides the type of organization loan, and there is no 
limitation on the amount. 

Senator Proxmire. They have to put up $150,000 ? 

Mr. Barnes. No, sir. 

Senator Proxmrire. They do not? 

Mr. Barnes. No,sir. We can help them. 

Senator Proxmire. My question was based on my assumption that 
what is necessary for private companies is also necessary for the local 
development company. It is not. Is that correct? 

Mr. Barnes. That is correct. 

Senator Proxmire. Fine. Thank you. 

Mr. Barnes. Actually, the best information on this general sub- 
ject is still the publication which was published by this committee in 
the spring of fast year, of 1958, concerning the local development 
company financing and activities and which is a publication of this 
committee as a result of research that we had done by a professor from 
Carleton College, Professor Fjelstad. 
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In the development of the investment program and in the organiza- 



























nt tion of investment companies it became apparent that some changes 
n- in the basic legislation should be considered. This, of course, was 
to be expected. As I have said in previous testimony, this is an ex- 

-al perimental program. 

We have had many discussions with the organizers of investment 

in | companies, with banks, insurance companies, and other sources of 
private capital, as a result of which we have recommended a number 
of changes in the Investment Act. These are embodied in a bill, 

__ | S. 2139, introduced by Senator Saltonstall. 

I would like to discuss some of them with this committee. In the 
to interest. of brevity, I shall omit minor technical changes. ; 
ve, The first recommendation is the elimination of the present require- 
za- ment. that small businesses receiving equity capital from a small busi- 
ness investment company must purchase stock of the investment com- 
ing | Pany in an amount equal to 2 to 5 percent of the capital provided. 
hen The theory of compulsory stock purchases by small business con- 
on- | cerns was to reduce indebtedness of the investment company to the 

Government and thus gradually to lessen Government participation 
cod | Until ultimately the program rests solely on private capital. 

| The investment companies do not welcome the prospect of gradual 

ota | dilution of their ownership. To most small business concerns the 
compulsory purchase provision represents unnecessary loading charges 
which deprive them of the full amount of capital furnished by the in- 

own | Vestment companies. The unpopularity of this requirement with pro- 
have | Spective investment companies as well as small business concerns 
mar- | threatens to create a major obstacle to the program. 

slify These objections were clearly brought out in the testimony of the 

“ | officers of three investment companies before the Subcommittee No. 1 
than | Of the House Select Committee on Small Business, 
May [ add at this point that this objection is particularly made by 
hem. | Some ‘of the best of the small business investment companies. 

5 n0 A bank, for instance, which is a wholly owned company is very 
reluctant to disperse its stock to its borrowers. Or a well-financed 
company where well-to-do people have subscribed to all the stock of 
the company and are then very reluctant to dilute their ownership by 
requiring their borrowers to purchase stock. 

Many ‘of those companies, of course, have no Government funds, and 

. that | it is very inequitable to make this requirement where there are ac- 

local | tually no Government funds involved. 

Senator Proxmree. Would you tie that in to no Government funds 
and would you limit 
Mr. Barnes. No, I would remove it entirely, because even in the 

1 sub-| other case, in the other situation where we have made a Government 

tee in} loan, my view is that the way to get the Government money paid back 

pment is by the terms that you provide i in your transactions with the invest- 

f this ment. companies and ‘by the proper administration of loans with them. 

» from There is nothing in either the present law or regulations that re- 





quires an investment company with Government funds in it to take the 
amounts received from stock sold to borrowers and segregate it in a 
sinking fund and repay it to us. In fact, we do not anticipate doing 
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that, because we believe that their need for capital during their early 
years and formative years is too great. 

All of these transactions with investment companies and the SBA 
are business transactions which call for repayment and for proper 
administration by us, and I think that is the way the Government 
will get its money back. 

While this other provision works very well I understand in con- 
nection with a couple of other programs, they were not comparable 
with this type of situation where we were having, as in this case, the 
public actually putting up money to finance the companies. 

The next revision we are suggesting would provide fiexibility for 
the investment companies in financing small businesses, As the act 
presently is written, investment companies may finance small firms 
only through the medium of convertible debentures or through loans 
or a combination of both. 

We have been advised that the lack of flexibility under the act has 
been a serious deterrent to the formation of small business investment 
companies. Several instances have come to our attention of persons 
financially able and interested in forming small business investment 
companies who believe that an investment company restricted to the 
purchase of convertible debentures callable by the borrower and to 
long-term loans will have difficulty in finding a market for these 
instruments. 

However, if the act is changed, the financing also could be furnished 
through the medium of convertible debentures with the terms of re- 
demption negotiated rather than fixed by statute, debentures with 
detachable stock purchase warrants and with negotiated redemption 
terms, preferred stock with negotiated redemption features and with 
or without participating or conversion features, common stock, or 
other means that the Administration approves. 

Senator Proxmire. That last qualification is quite interesting. That 
arg the Administration approves of the ones you have mentioned so 

ar? 

Mr. Barnes. It means that the Administration, the SBA, would by 
regulation fix some or all of the above-mentioned means and plus 
other ones. 

As we analyze it, it is not possible for us to make a recommendation 
and say with certainty that this method, that any one individual 
method, will work and no other one will. What is needed here is for 
the investment companies to negotiate with insurance companies, 
pension trusts, and other concerns that may purchase the securities 
they create. 

We have already been talking with some of the insurance companies 
and that same type of investor that might create a secondary market. 

When it is learned what type of security will be most acceptable, 
we would intend by regulations to authorize the companies to issue 
such securities. 

This is in an area where it seems to me that it is much better handled 
by regulations rather than by statute. 

We are anxious to help these investment companies create a sec- 
ondary market, and if this can be done the volume of the program can 
be considerably expanded and the need for Government funds in the 
program can be considerably restricted. 
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Senator Proxmire. But you are providing that, although Govern- 
ment funds are involved, they may issue common stock. This was a 
big issue as I understand it last year. 

Mr. Barnes. Yes. 

Senator Proxmire. The Administration was adamant in insisting 
on debentures because it did not want Government money to go into 
common stock. ‘This seemed to be socialism or at least Government 
control of free enterprise. This marks a significant and interesting 
shift, does it not ? 

Mr. Barnes. Yes, it does, in this. Of course, I cannot see any 
reason to preclude any company that does not have Government funds 
in it from dealing in common stock from the outset. There is no 
reason whatsoever, any more than any other investment company. 

Now, the ones with Government funds involved can, of course, con- 
vert a debenture within a few days or weeks. 

Senator Proxmire. Exactly. 

Mr. Barnes. There is no point in not facing that issue. 

I cannot tell you now the extent to which we would authorize the 
purchase of common stocks, but if we find companies that are or- 
ganized to act even as, in effect, underwriters, we should have au- 
thority to, by regulation and by approving their plans, authorize 
them to do it, because this involves an area of financial need. 

Senator Proxmrre. Indeed it does. Does it not seem that usually 
common stock or at least some kind of investment that would not make 
mandatory an interest payment or amortization payment might be 
by far the most desirable for a small growing business of exactly the 
kind that we should encourage ? 

Mr. Barnes. It would be probably the most desirable and easy to 
handle by the investment company itself. 

But we would like to leave this in an area of negotiation with the 
investment companies and the insurance companies and others so we 
could formulate the proper regulations to create a secondary market 
for these securities, since many small businessmen are reluctant to 
part with common stock at the start of equity financing. They much 
prefer to have their financing on a loan basis, and thus the debenture 
type of financing may be more acceptable to them, debentures with 
perhaps warrants attached. 

Senator Proxmire. A little further on you refer to convertible de- 
bentures callable by the borrower. Is that callable by the lender or 
should it be callable by the borrower ? 

Mr. Barnes. No, it is callable by the borrower. 

You see, that is describing that from the point of view of the in- 
vestors. That is, debentures which the borrower can call at will are 
not attractive tothem. They cannot rely on having their investment 
outstanding for a certain period of time. 

No, the convertible debentures 

Senator Proxmrire. But they are convertible at the option of the 





lender? 
Mr. Barnes. Yes, sir. 
Senator Proxmrre. I see. 
Mr. Barnes. Well, the point here is the borrower can force con- 
version on the lender by this route, and there may be other types of 
securities that are preferable from the investor’s point of view. 
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Senator Proxmire. I see. 

Mr. Barnes. If we are permitted by regulation to approve the other 
types of investments or securities to be handled by the investment 
companies, it appears to us that the marketability of such securities 
would thus be materially improved. In many cases the eligibility 
requirements for purchase by trust funds, endowment funds, pension 
funds, and insurance companies might be met. 

We attach great importance to increasing the marketability of the 
securities issued by small business concerns to the investment com- 
panies. If these securities have either no market or a very limited 
market, the assets of the investment companies can become “frozen.” 

On the other hand, we believe a secondary market can be developed 
without any support of Federal funds if the forms of the securities 
are acceptable and attractive. This subject matter can best be han- 
dled by administrative regulations; however, this approach is not 
now authorized under the language of the act. 

Senator Proxmime. If I could interrupt at this point, this is being 
developed entirely from the standpoint of the investment company. 
Would you develop this a little bit from the standpoint of the bor- 
rower? I realize the borrower is not benefited unless these companies 
are formed and unless this capital is available, but we would like to 
be sure that these modifications would not put him in an advance 
position. 

Mr. Barnes. All right, sir. I will do it in this way: 

The studies which this committee had made and the testimony on 
this general subject are to the effect that there is an equity capital gap 
that is in existence or at least there is difficulty in obtaining equity 
capital for the smaller companies. So that what we are attempting 
to do, it seems to me, by this legislation in this program is to provide 
a type of financing that will be suitable for a smaller company until 
it can grow and establish an earnings record that will enable it to 
obtain public financing or obtain financing from public offers of 
securities. 

If we are able to develop types of securities for which a market can 
develop, you then help that company establish a reputation. You 
help establish it in a way so that its securities are desired for public 
offering and the public wants to buy them and there is knowledge 
about them. 

I think that is very much in keeping with the aims of the program 
from the borrower’s point of view to have his securities developed 
and established in a way that will assist his financial reputation and 
will build up a market for them. 

Now, there will still be some small businessmen who are reluctant 
to part with equity in their companies, and these situations have to 
be developed by negotiation between the investment companies and 
the borrower. 

If we have enough investment companies in existence so that the 
rules of the marketplace can apply and a borrower who seeks financing 
can go to more than one, his interest will be protected. He will be 
able, I think, to get the best transaction that is possible as he negotiates 
for his financing. 

We believe that is the law as it should apply. I mean that we 
should let economic principles operate through having a number of 
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companies, a number of investment companies, and then having them 
have as much freedom as possible to negotiate with borrowers. 

Senator Proxmire. May I just ask one more question that I think 
is pretty fundamental ? 

You are recommending changes in the law, and I presume the 
Treasury is going to favor some changes in the tax laws that will be 
very substantial and of considerable advantage to investors. 

Mr. Barnes. I do not have any basis for that assumption at present 
yet, sir. 

* Senator Proxmire. If it is going to work and going to improve the 
law and step up the attractiveness of this whole operation, it is likely 
to be significant. 

Mr. Barnes. Yes. 

Senator Proxmire. At any rate, what I am concerned about is 
whether the limitations on the loans or the investments which will 
be made by the small business investment company are adequate in 
view of your present experience. That is, should they be the same 
as they have been for the SBA? The equity gap may be different for 
the kind of firm to which the SBA is loaning. 

You see, what I am getting at is that the people who will need equity 
financing and cannot get it elsewhere may or may not be the firms 
that have 500 or fewer employ ees, firms that are not significant factors 
or at least dominant factors in any sense in their industry. It may be 
that the definition should be changed so that you permit a larger 
number of employees, or possibly a smaller number of employees, 
something of that kind, rather than just this definition, which was 
prepared for some entirely different purpose, be applied to SBIC, 
which is a completely new notion and which has different purposes. 

Mr. Barnes. Senator, we have issued a completely new definition 
in connection with the investment program, and it does not use the 
same criteria at all as the other definitions. 

It is set forth in the regulations that were published in the Federal 
Register. 

W e took into account the fact that there would be a number of-— 

Senator Proxmire. What was the date of that? 

Mr. Barnes. The Federal Register of December 2, at the same time 
we published our regulations. 

Senator Proxmire. May I ask that that definition be put in the 
record at this point ? 

Mr. Barnes. Right, sir. 

(The information referred to follows :) 


DEFINITION OF SMALL BUSINESS CONCERN 


“Small business concern” means one which is independently owned and oper- 
ated and not dominant in its field of operation. A parent company must be con- 
sidered together with all of its affiliates in determining its eligibility as a small 
business concern. If a concern is a wholly owned subsidiary of another con- 
cern or is under the control or the potential control of another concern other 
than a small business investment company, it shall be considered an affiliate, and 
a concern may be an affiliate of another concern if both are owned or controlled 
by a third party other than a small business investment company. On a prima 
facie basis, a concern shall not be considered small if its stock is traded on an 
exchange, whether the exchange is registered with the Securities and Exchange 
Commission or is exempt. On a prima facie basis, a firm shall not be considered 
a8 small if its stock has an over-the-counter market. Private sales made without 
& broker-dealer as an intermediary will not be considered sales constituting a 
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public market. A concern shall not be considered small if it has at any time 
within the past 3 years sold its securities through a public offering, whether or 
not registered under the rules and requirements of the Federal Securities and 
Exchange Commission for gross proceeds in excess of $300,000. A concern which 
has no stock, such as a partnership or proprietorship, or a corporation, the stock 
of which is not traded on an exchange or over the counter, shall not be con- 
sidered as small if its total assets together with all of its affiliates amount to 
over $5 million, or if its total income after taxes, together with all of its affiliates, 
has averaged over $150,000 per annum during the past preceding 3 years as 
reported to the Internal Revenue Service. A concern which claims that it is 
small, notwithstanding the foregoing provisions, may apply to the Small Busi- 
ness Administration, using SBA Form 355, for certification as a small business 
concern. Even though its stock has been sold through broker-dealers, a com- 
pany may submit data as to the number of transactions, the number of shares 
sold, and the number of shares transferred without consideration to support its 
claim that its stock does not have an over-the-counter market. Upon certifica- 
tion, a concern shall have the status of a small business concern for the purpose 
of the act and this part. 

Senator Proxmire. It is good to know I am not alone in my ignor- 
ance of this subject. I understand other people who have been study- 
ing this who were not familiar with that either. 

I think it is extremely important. This definition is absolutely 
central to this problem. 

Mr. Barnes. May I give you a word of explanation as to what our 
thinking was in formulating this definition? We felt we should 
approach it from the standpoint of defining the gap in financing, if 
that was the purpose of this act, and, therefore, we assumed that com- 
panies that had in the past received public financing were not, should 
not be, considered. 

So that if they had obtained public financing during the past 3 
years and were listed on any of the Nation’s exchanges, they would 
be prima facie ineligible under this program. 

In addition, we felt that there is a correlation between the amount 
of funds invested in a company and the number of employees it has. 
We all know that in order to operate particularly a manufacturing 
company that it takes $10,000 to $15,000 investment for each em- 
ployee to provide him the tools with which to work. So that if we 
take the 500 employees and apply $10,000 in invested capital for each 
employee, you have a company with assets of $5 million. 

So we said that companies having $5 million or more in assets were 
prima facie ineligible. 

We felt that companies that were not listed on the exchange but 
which had a good local market for their securities, across-the-counter 
market, were obtaining financing and thus should not be eligible on a 
prima facie basis. 

Using these criteria, we formulated what we think is a relatively 
simple definition that a clerk working for an investment company 
could as a prima facie matter tell whether or not a borrower would be 
eligible for their financing. 

Beyond that, we, however, permitted any of these companies to come 
in and ask for a certificate and make a showing that in fact they were 
small and that these principles did not apply to them. 

Thus, we achieved flexibility in connection with the definition. 

Now, in terms of numbers we know that there are roughly 4,250,000 
concerns in the United States, of which maybe 4,100,000 are small by 
the other definitions we have used. But using these tests that we set 
up, there are, my recollection is, 2,200 to 2,500 companies listed on the 
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major stock exchanges in the country, there are another 5,000 com- 
panies that have across-the-counter trading i in their securities locally, 
so that if you eliminate the duplicate issues s of securities listed in some 
exchanges and you just regard it as being one company where they 
may have several securities ‘listed, there are about 7,500 to 10,000 com- 
panies out of the 4,250,000 companies in the U nited States, or firms in 
the United States, that are prima facie ineligible under this program. 

Senator Proxmire. Our problem on this arose from the fact that 
Public Law 85-699 of August 25, 1958, which put this into effect, in 
section 103, subparagraph 5, under “Definition,” said the term “small 
business concern” shall have the same meaning as in the Small Busi- 

ness Act. 

Mr, Barnes. Well, we have construed the Small Business Act very 
liberally on this point, because the act says that we may use volume, 
that a concern is independently owned and not dominant in its fie 1d, 
and that we may use other criteria including number of employees 
and volume of business. Well, among the other criteria we include the 
ones that I have named. 

There has been no legal test of the definition we adopted, and we 
believe that our definition is very ciosely in line with the actual intent 
of Congress as expressed in the program to provide a program that 
would meet this so-called gap. 

Senator Proxmire. Has there been any criticism or difference of 
opinion on this definition ? 

Mr. Barnes. Not that Iam aware of. The definition has been gen- 
erally—I have heard no criticism of it at all, and, generally speaking, 
it has been approved and praised and used even by the other Govern- 
ment agencies that deal with it. 

Senator Proxmire. I do not want to do anything that would incon- 
venience you greatly. — it is now nearly 10 minutes tol. You 
have not quite finished your statement. You have another page or so 
to go. You have these charts to explain, and I want very much to 
hear about them. Ihave some questions to ask. 

If it is convenient with you, could you come back at 2:30 this after- 
noon? Isthat possible ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. All right. We will then, in eee event , if it is 
all right with you, recess now and convene again at 2:30 this after- 
noon. 

(Whereupon, at 12:50 p.m., the subcommittee was recessed, to be 
reconvened at 2 30 p.m., this date.) 






AFTERNOON SESSION 


Senator Proxmire. The committee will come to order. 

Mr. Barnes, you had not quite finished your statement. You may 
proceed. 

Mr. Barnes. Also in the interest of adding flexibility to the invest- 
ment program, we are recommending the elimination of the state- 
ment, presently in the act that the furnishing of equity capital must 

a “primary” function of the small business investment companies. 

is requirement has caused difficulty in the case where organizers 
of investment companies have come to us with constructive programs 
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for financing small business planning to place major emphasis on long- 
term loans as distinguished from securities involving the borrower's 
equity. We believe that such programs can be useful and should be 
encouraged. 

Senator Proxamire. May I ask at that point, Would you simply elim- 
inate the reference to equity capital or would you make it equity 
capital and long-term loans? 

Mr. Barnes. We would eliminate the word “primary,” as I recall. 

Senator Proxmire. “Primary.” Isee. Thank you. 

Mr. Barnes. The balance of the recommended amendments are of 
a technical nature. We are requesting the deletion of the present 
authority of investment companies to act as depositories or fiscal 
agents of the United States. It appears that this authority is un- 
necessary, and its presence in the corporate charters has raised ques- 
tions among State authorities as to whether these companies should 
not be compelled to comply with State banking laws. We also are 
recommending that the act be changed to facilitate the purchase of 
stock in small business investment companies by national banks, by 
other members of the Federal Reserve Sys stem, and nonmember in- 
sured banks. This revision is designed to eliminate certain questions 

‘aised by the Federal Reserve Board on the formation of investment 
companies by bank holding companies and their subsidiaries. 

That concludes my formal statement, except that I have with me 
comparative budget data showing the 1959 appropriations, 1960 
budget estimates, and the amount allowed by both the House bill and 
the Senate bill, which may be of use to Members of the Senate in your 
record. 


Senator Proxmrre. Without objection, that will be incorporated in 
the record. 
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(The document referred to follows :) 


SMALL BUSINESS ADMINISTRATION 





Comparative budget data—1959 appropriations and 1960 budget estimates, House 
bill, and Senate bill—Funds 


Fiscal year 1960 
Fiscal year 
1959 
Budget esti- | House bill Senate bill 
| mates 












4. Salaries and expenses: 


1. Appropriation for: 
(a) Procurement and technical 
assistance. - ee eeoeeran $2, 640, 000 $3, 200,000 | 1 $2, 900, 000 $3, 200, 000 
(b) Investment and ‘develop- 
ment company assistance _.- 800, 000 1, 600, 000 11, 190, 000 1, 390, 000 
(c) Management and _ research 
eS eee eee 285, 000 800, 000 1 600, 000 600, 000 










NN i 3.7 5, 000 § 600, 000 4, | 690, 000 5, 190, 000 


financial assistance: 


2. Transfer from revolving fund for 
(a) Loan making and adminis- | 


| 


tration and counseling--_--.-} 10, 580,000 | 14,050,000 | 12,510,000 | 14,050,000 
(6) Disaster loan making limita- | 
WIR oe ae a (500, 000) | (500, 000) (500, 000) (500, 000) 
Transferred for disaster 
loan making.........--.| Ne 
(c) Contingency reserve_......--- | 1, 110, 000 | 1, 561, 000 1, 390, 000 1, 561, 000 









i rs ca criti 12, 015 5, 000 | 15, 611, 000 13, 900, 000. 1S, 6u, 000 
Transfer from fund for liquidation of | 
DER obcnca tas nieu bocinneaarenee 889, 800 750, 000 750, 000 750, 000° 


16, 629, 800 21, 961, 000 









~ 





















19, 340, 000 ai, 551, 000 

















. Positions: 
TO. Cos. oncanceneeecnce 491 561 
ne ee ee ee 1, 558 | 2, 132 








inecthincten heubeeneined eames 2 049 












B. Revolving fund: 
1. Business loans, disaster loans, and 
investment and development com- | | 
pany assistance: | | 
(a) Appropriation..........-.-.-- | 200, 000, 000 200, 000,000 | 150,000,000 | 150, 000, 000 
(6) Cumulative appropriations | 
including amount con- | 
tained in House and Senate | 
bills, $690,000,000__.....-- | 
(c) Authorized appropriations, | 
$900,000,000; legislation rec- | 
ommended to increase this | | 
ee enivncmalsnscsnessnnncnlscsssceecs 


| 





1 Since the House report did not state how the approved increase of $965,000 was to be applied, the distribu- 
tion shown here is on a basis proportionate to the amounts of increase requested, except for the $100,000 to 
make the required postal rate survey. 





Senator Proxmire. Would you prefer to answer questions now or 
would you prefer to show the charts? 

Mr. Barnes. If we may cover the charts, I think it will take just a 
few minutes, and it will clarify the testimony that I have given for- 
mally. I will give them in the order that I referred to the programs 
during my written statement, the first being the charts that refer to 
procurement. I will be assisted by Mr. John Barber. 
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Chart 1 shows setasides made for small business at civilian and 
military agencies during the fiscal years 1956 through 1958 and the 
first 9 months of 1959. "They are bar charts. These are on the basis 
of setasides agreed to in millions of dollars. 

Senator Proxmire. The last column then is not comparable with the 
others because it is for three quarters ? 

Mr. Barnes. It is for only 9 months. As I indicated in my state- 
ment, through the close of fiscal year that in turn will be higher than 
the preceding years. 

Senator Proxmire. Then that would have to be seasonably cor- 
rected. In the last months it looks to me just offhand as if the third 
group is greater, certainly for the military, and apparently for both; 
25 percent larger than the last group. 

Mr, Barnes. That is because that is the way the military does their 
buying, sir. The biggest month of the year is the last month. 

Senator Proxmire. To use their unexpended balances. 

Mr. Barnes. Yes, sir. 

As shown, the first bar in each of the three series is civilian pur- 
chasing. 

Senator Proxmire. Can you give us any notion—it would be much 
more useful—of how this would compare with 
periods ¢ 

Mr. Barnes. The next chart shows it. 

Chart 2 shows the setasides for small business during 1958 com- 
yared with 1959. LIreferred to this earlier in the testimony. It shows 
$640 million set aside in the first 9 months of 1958 fiscal year and $730 
million in the 9 months of this fiscal year. 

Senator Proxmire. This is out of a total of what ? 

Mr. Barnes. The total that you compare this to would be total 
purchases for military and civilian items, and roughly speaking you 
could just take the defense budget and eliminate the amount spent for 

wages and salaries and transportation and have a rough estimate. 
So this would be out of budgets in the range of $35 to $40 billion, 
actual expenditures for supplies of I should think in t the neighborhood 

of $18 to $20 billion. 

Senator Proxmire. So this would be, so far as the military is con- 
cerned, something over $1 billion out of $35 billion, or about 3 or 4 
percent. Is that right ? ? 

Mr. Barnes. I am eliminating wages and salaries for military per- 
sonnel, which is about half of their budget ‘ 

Senator Proxmire. Then I misunderstood you. I thought you had 
done that. The budget is about $41 billion; is that not correct 4 

Mr. Barnes. Yes, sir. 

Senator Proxmire. Then you eliminate about half? 

Mr. Barnes. W ages, about half. 

Senator Proxmme. So you go down to $20 billion. 

Mr. Barnes. Right, sir. 

Senator Proxmrire. And this is about $1 billion, a little more than a 
billion, maybe $1.2 billion or $1.3 billion, out of $20 billion ? 

Mr. BARNES. Right. 

Senator Proxmire. Which would make it about 5 or 6 percent. 

Mr, Barnes. And there is about $4 billion in contracts that actually 


go to small business. They are contracts in addition to those that 
are in the set-aside program. 


previous 9-month 
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Senator Proxmire. These set-asides are both in the direct and in 
the subcontracting 4 

Mr. Barnes. No, sir; the subcontracts are not included. 

Senator Proxmire. So it would be much greater then # 

Mr. Barnes. Yes, sir. 

Senator Proxmire. Did you have figures on the actual amount that 
went to small business for both direct contracts and subcontracts ? 

Mr. Barnes. The figures for subcontracting are not complete. We 
made consistent efforts in the last 2 years to get complete figures, but 
this is done through provisions that are inserted in the prime con- 
tracts. There are about 400 prime contractors in the Defense De- 
partment that furnish these figures and have furnished them, but 
obviously that is only a very small number, very small part of the 
total number of prime contracts. 

Senator Proxmire. It could be they are the largest in amount, 
however ? 

Mr. Barnes. Yes. My recollection is that it shows about as much 
of volume in subcontracting into small business as they get in prime 
contracts. 

Senator Proxmme. As small business gets in prime contracts? 

Mr. Barnes. The figures are about like this. About $20 billion 
spent for supplies and materials, about $4 billion of which goes to 
small business, of which included in the $4 billion are about $1 bil- 
lion that are in the set-aside program, Now, in addition to this $4 
billion, our best estimate is that another $4 billion goes to small busi- 
ness through subcontracts. 

Senator Proxmire. How does this compare with previous years! 

Mr. Barnes. Well, the prime contracts—— 

Senator Proxmrre. The set-asides obviously are increasing. 

Mr. Barnes. The overall dollar volume percentagewise is some- 
what smaller. I think it is around 16 percent. 

Senator Proxmrre. Small business getting less proportionately ? 

Mr. Barnes. Less proportionately. This would be true because of 
expenditures for atomic submarines, missiles, aircraft, weapons sys- 
tem type of expenditures. 

Senator Proxmire. Senator Sparkman was saying just this morn- 
ing that he was surprised at the amount of that work for missiles, at 
least in his State, that could be subcontracted out and was being sub- 
contracted out to small business. 

Mr. Barnes. But that is in subcontracts. The figures I am talking 
about are prime contracts. 

Senator Proxmire. I am talking about the overall total. I did not 
make my question clear. The overall total of $8 billion that you were 
talking about, how does that compare with previous years? 

Mr. Barnes. The figures are not kept that way, sir. 

Senator Proxmire. Is there any way of putting them that way! 
It would be very helpful to the Congress, I am sure, to know whether 
or not small business is doing better now or not doing as well, and 
much easier for us to know whether more action on the part of Con- 
gress is desirable or unnecessary. 

Mr. Barnes. It is very difficult, and the reason is because you have 
to get reports from all of the Government’s contractors, and they have 
to break down all of their expenditures by size. 
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Senator Proxmire. Can’t yousample effectively ? 

Mr. Barnes. I met with representatives of the aircraft industry in 
New York about 2 or 3 weeks ago, and they are going to make efforts 
for their industry to give a much more accurate breakdown than they 
have in the past, giving it as an industry figure rather than through 
their reports to the Government. They feel they can do it much 
more accurately, because they can include purchase orders and certain 
other things and make their own divisions and have them more ac- 
curate. If we have them for the aircraft industry, that will be helpful 
because the other industries have a higher proportion usually of work. 
that goes to small business, and we will probably come up with a more 
accurate estimate. 

We are reluctant to make requirements that cause too much report- 
ing, and this is a very burdensome thing when you think that one of 
the aircraft companies may have 10,000 purchase orders a week that 
go to small business. 

Senator Proxmire. The only way you feel that you can get accurate 


statistics is to get them from the firm that is subcontracting? There is 
no other manner ¢ 


Mr. Barnes. No, sir. 

Senator Proxmire. You could not use a so-called scientific poll and 
get 2 sample and make any fair judgment on it ? 

Mr. Barnes. When there is subcontracting by prime contractors it 
goes down through second, third, and fourth tiers of subcontractors, 
and there is overlapping, and the sampling just does not do the work. 
I do not think we possibly go as far as we might in having a business 
census develop the figures. We might explore that to see if they 
could in their questionnaires include some percentages that would be 
of assistance. 

Senator Proxmire. You are in a position where you do not have 
the information on subcontracts. 

Mr. Barnes. That is right. 

Senator Proxmire. But on prime contracts small business is getting 
less ? 

Mr. Barness. Yes, sir, it is getting less percent of the total. 

Senator Proxmire. And you feel in your judgment it is the result of 
the manner of procurement é 

Mr. Barnes. Yes, sir. 

Senator Proxmire. And do you feel that on the basis of the statistics 
you have and the figures you have on comparable procurement small 
business is doing about the same, worse, or better? Obviously procure- 
ment is not different. 

Mr. Barnes. When you say “worse or better,” it depends on when. 

Senator Proxmire. Are they getting a larger proportion of prime 
contracts ? 

Mr. Barnes. I think they are getting comparable purchases of the 
contracts that are suitable for performance by small business. There 
are, of course, many types of contracts that just simply are beyond 
the capacity of small business to perform, and we have been working 
in the area of trying to offset any loss in total volume or number of 
contracts by increasing the percentage of contracts that go to small 
business for goods and services that they can supply and that are 
suitable for them to perform. In some of these areas the figures are 
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quite high, 50 or 60 percent or better of the contracts that they can 
perform. Ofcourse, I think that 

Senator Proxmire. You say some of them are that high. What is 
the mean or the median. Is 50 or 60 percent the best performance? 

Mr. Barnes. No, sir. I think in the General Services Administra- 
tion some of their type of contracts run as high as 80 percent. 

Senator Proxmire. But 50 or 60 percent is what most of them ful- 
fill. That would be the average for civilian agencies. How about 
the military ? 

Mr. Barnes. We do not have any accurate figures. I said that this 
was an area within which we were working, but without keeping the 
figures on it. The Defense Department did have some figures on 
suitability 2 or 5 years ago, but I do not think—— 

Senator Proxmire. Now you have them for civilian agencies ? 

Mr. Barnes. Yes, sir. 7 

Senator Proxmire. And you are working on them for military 
agencies. Fifty percent is about the standard, that is, 50 percent of 
those contracts suitable for small business that are let by civilian 
agencies 20 TO mall business, on the ave rage 4 Some doa little better 
and some do a little worse ? 

Mr. Barnes. I perhaps misled vou by using the word “suitable” 
asadesecriptive word. 

Senator Proxmire. That could conceivably go to small business? 

Mr. Barnes. I gave you figures for the civilian agencies, and those 
are actual figures. Those are 50 to 60 percent of actual contracts 
let, and ofall types. Now, in the military work i have seen samplings 
of suitability, and of course, we do not actually recognize this an the 


sense that we try to get all the contracts that can be performed by 
ide 


small business set aside for them or to make them available to these 
various type programs. ‘That is why we do not keep the figures sep- 
arately, because it is a continual matter of negotiation between us and 
the agency that Is procuring. That is the way we jointly determine 
what is to be set aside. 

Senator Proxmine. Is it possible that in the next year or later this 
year or some future time the military would have some kind of figures 
available for Congress that would be useful to us on this? 

Mr. Barnes. We will ascertain if they have any figures in this gen- 
eral area. 

Senator Proxmire. Why do they not do it? Is it a lot of work for 
them ? 

Mr. Barnes. Yes, sir, it is a lot of work. 

Senator Proxmire. Are the judgments pretty flexible? 

Mr. Barnes. The judgments as to suitability are hard to make and 
are flexible, and it is a matter for argument. You cannot get reports 
on this kind of thing. It must be just purely statistical work and ap- 
proach, so it is expensive. 

Senator Proxmrire. It seems to me that to the extent that the Con- 
gress is interested in seeing small business get more, and to the ex- 
tent that the evidence is now that small business is getting less, the 
burden of proof is to some extent on the military to show, if they 
can do so without unreasonable cost, that this is because of a change 
in the nature of procurement, and that they are getting at least as 
good and perhaps a better proportion of those contracts which are 
suitable or are available or are potential for small business. 
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Mr. Barnes. We will see what figures are available from the De- 
fense Department. If we are able to find some on this general sub- 
ject, we will introduce them at this point in the record. 

Senator Proxmire. The reason as I understand it why small busi- 
ness gets 50 percent and not more is simply because you do it on the 
basis in some cases of competitive bidding, others on negotiation to 
determine the most efficient contractor, and it simply goes to the low 
bidder or the one who can do the job most quickly and ace ording to 
the specifications. Is that right? 

Mr. Barnes. Yes. 

Senator Proxmirr. It is only when all other things are equal that 
small business will be given preference. Is that correct ? 

Mr. Barnes. Well, not exactly. Under the set-aside program, these 
contracts are restricted to small business bidding, but even here there 
is no subsidy involved. If it is a partial set-aside, there must be a 
previous bid in which both large and small business—unrestricted to 
small business, I will put it that way, and then in the set-aside portion 
the small businesses are permitted to bid who came within 120 percent, 
I think, of the winning bidder in the unset- -aside portion, but they must 
agree to take the portion of the order that is allotted to them at the 
price of the lowest bid or the winning bidder in the unset-aside por- 
tion. So that even though the bidding is restricted to small business, 
price is at least as low as in the unset-aside portion where anyone can 
bid. 

Senator Proxmire. I understand that Public Law 85-536 provides 
that the clear policy of the Government should aim to protect so far 
as possible the interest of small business concerns, in order to preserve 
free competitive enterprise. To insure a fair proportion of the total 
purchases and contracts for property and services for the Government 
be placed with small business enterprises. This is confined to ir 
tracts. I understand that Senator Sparkman in S. 2032 would make 
this a policy of the Congress to apply to subcontracts. Do you think 
this is workable and is an improvement of the act ? 

Mr. Barnes. I said in my statement this certainly has a lot of ap- 
peal tome. It is the gener: ‘al aim toward which we have been work- 
ing. I personally favor this, but I could not speak for the Adminis- 
tration on it because the procurement agencies have not had their 
views taken, and there may be some real problems that would have 
to be explored with the military agencies, the civilian agencies, and 
the principal prime contractors. 

This is not just an open-and-shut sort of thing, because volume of 
work by the major prime contractors in letting of subcontracts and 
purchase orders exceeds even what the Government does, and the 
Government enters into about 8,000 contracts a day. I recall the 
figure of one company in the meeting that I held with the aircraft 
indus try in New York. They had 10,000 purchase orders a day, and 
they said that “This all goes to small business. There is rarely any 
of our purchase orders that go to large business.” 

We would not want to set up a ‘set- aside program that made us 
review purchase orders and subcontracts in that volume. To the 
extent that it is going to small business now, we would like to leave 
it alone and then merely work in those areas where there is perhaps 
research and development or new types of work or various components 
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that might be handled by small business. If we were faced with any 
situation where there was something like 100,000 or 150,000 purchase 
orders and subcontracts to be reviewed every day, you can see it would 
present real personnel problems to us. That 1s why I have merely 
said that the general aim is right and we would like to work out some 
kind of program. 

We are now working with the Defense Department to strengthen 
the subcontracting program. There is no reluctance on their part 
to improve the act and to make some changes. We have made some 
proposals and are going over these proposals with the services. They 
have an advisory board of businessmen and even some small business- 
men that serve on it. They are meeting this week to review the pro- 
posals we have made. 

We think that there will be some strengthening of our present sub- 
contract program without any legislative change at all. 

Senator Proxmire. Would you proceed with the charts. 

Mr. Barnes. Now, the charts that we have exhibited up until now 
have been based on figures on which there is agreement that work 
will be set aside. 

Chart 3 shows the actual awards, and as you know the work is set 
aside sometimes 6 months to 9 months before it is actually 

Senator Proxmire. The first chart we saw referred only to the 
potentials. Is that correct? 

Mr. Barnes. That is correct. 

Senator Proxmire. These are the actual ? 

Mr. Barnes. These are the actual figures. 

Senator Proxmire. And this is in terms of thousands, so that the 
amount, the final column, is—— 

Mr. Barnes. It is 16,327. 

Senator Proxmme. Thousands, which means 16 million, right ? 

Mr. Barnes. No, this is contracts, numbers of contracts. 

Senator Proxmire. I am confused, because over in the left column 
it says thousands. Actually the columns indicate thousands of 
contracts ? 

Mr. Barnes. Yes, sir; in other words, for the fiscal year. 

Senator Proxmire. This is not the total amount; this is simply the 
number of contracts? 

Mr. Barnes. This chart shows the general increase in numbers of 
firms that have benefited from the joint set-aside program. 

Senator Proxmrre. Number of firms. No firm would have more 
than one? 

Mr. Barnes. Yes, a firm might have more than one. They would be 
reflected in there more than once, but the limit is usually not more 
than four or five contracts to a firm in the course of any one year, and 
some firm that had some business in 1957 might appear again in 1959. 
It does show an increasing number of contracts are awarded under 
this program, 18,148 in fiscal year 1948 and in the 9 months of fiscal 
year 1959, 16,327. 

Senator Proxmire. Do you have on other charts the amount of these 
contracts or not ? 

Mr. Barnes. We do not. We can give you the dollar figures. 

Senator Proxmire. That would be very helpful. 





hy 
se 
Id 
sly 


me 


en 
art 
me 
1ey 
SS- 
rTo- 


LOW 
ork 


_ set 


the 


the 


umn 
s of 


y the 
rs of 
more 


ild be 
more 
r, and 
1959. 
under 
fiscal 


F these 


SMALL BUSINESS AMENDMENTS OF 1959 101 


Mr. Barnes. We will supply the dollar figures for the same years. 

Chart 4 shows the figures on the certificate of competency program, 
and these are the 9-month figures comparison during the last 3 fiscal 
ears. 

The first bar in each series, shaded gray, are the applications re- 
ceived. 

The second bar, the solid bar, shows the certificates issued, and the 
third bar shows the certificates in force. There has been a slight in- 
crease in this last fiscal year. 

Senator Proxmire. Would you, Mr. Barnes, explain for the record 
a certificate of competency ? 

Mr. Barnes. The certificate of competency program is one in which 
a small firm bids on a Government contract and is the winning bidder 
in terms of the price and is refused the contract by reason of the con- 
tracting officer’s belief that it does not have the financial or technical 
competence to perform the contract. Such a firm is given the right of 
appeal. 

Senator Proxmire. I am not quite sure I followed that. A firm 
which does not have the technical or financial competence to fulfill a 
contract 

Mr. Barnes. The firm first must be the lowest bidder on the con- 
tract, and then it must be refused the contract because of the reason 
that in the opinion of the contracting agency it has inadequate 
finances or is not technically capable of performing the contract. 
Such a firm has a right under the Small Business Act to apply to 
Small Business Administration for a certificate of competency, and 
upon the receipt of this application we make an examination of the 
firm’s technical ability. We send out our engineers and industrial 
men and analyze its capabilities. We also send out financial men and 
satisfy ourselves as to its financial capacity to perform in the particu- 
lar contract. In effect this is much the same sort of survey as the pre- 
award survey that the procuring office itself makes of the firm. 

Senator Proxmire. It is a relatively small program, however? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. As I understand, looking at the figures in 1958, 
there were 72 certificates issued. Is that correct ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. And this year, the first 9 months, July 1, to 
March 31, there were 82 certificates issued. 

Mr. Barser. Each of these is 9 months. 

Mr. Barnes. This program in my opinion has importance far be- 
yond the numbers involved, because it is a continuous right of appeal 
that is available. 


Senator Proxmire. Is it well known in your judgment in the small 
business community ? 

Mr. Barnes. Yes, sir. In fact, procuring officers are required to 
give a notice to a firm of their rights under this program if they are 
the lowest bidder and are not awarded the contract, and in many cases 
the Service itself will review the decision at another level before an 
application is made. 

_ eee Proxmire. There is one more figure that would be help- 
ful in making this a more meaningful chart, and that is if we had the 
number of firms which were successful bidders, at least two bidders, 
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and were denied the contract, as compared to the ones who actually 
apply for a certificate of competency. 

Mr. Barnes. I do not believe that we can tell this. The only way 
we can tell is by the ones that apply. The others may agree with the 
decision of the procuring office after they actually get into the con- 
tract and its terms and that sort of thing. 

The important thing is that each one of those certificates has saved 
the Government money, because invariably the contract would be let 
at a higher figure. W e often hear about the programs that we con- 
duct as not operating in the black, and this is one that does. 

Senator Proxmme. Your statement that it saves the Government 
money is on the assumption they can become competent and the Gov- 
ernment does not lose money ? 

Mr. Barnes. No, the contract would be awarded to another con- 
tractor ata higher figure. 

Senator Proxmire. If they actually do not have the capacity to do 
it, the Government is better off having somebody do it and do it com- 
petently at a higher figure ? 

Mr. Barnes. Yes, sir. 

We have felt that we have a great responsibility under this pro- 
gram. We have, as you can see, ‘approved about half of the applica- 
tions, and we would be very reluctant to issue a certificate unless 
the firm was in fact capable technically. In some cases we have not 
hesitated to make loans where the situation has not turned out exactly 
as we anticipated. In one situation we have sent our engineers into 
the plant of a small firm and helped to straighten out their technical 
problems. 

Senator Proxmire. So it is much more than just a matter of judg- 
ment; it is a matter of also providing assistance ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. So that would save the Federal Government 
money in that sense. However, if you make a mistake it is apparent 
that it might conceivably cost the Federal Government money ¢ 

Mr. Barnzs. Yes, sir, but I say saving money in the sense that these 
were winning bidders and there were other contractors that would 
have gotten the contract at a higher figure if these firms were not 
authorized to go ahead. 

Senator Proxmrre. What has been the experience with contracts 
under these certificates? Has the work been done well? 

Mr. Barnes. Very good. There have been less than 10 percent in 
which there have been delays or inadequacies of any kind or default. 

The next charts pertain to the financial assistance program. 

The dotted line on chart 5 shows the number of inquiries received in 
thousands. The solid line shows the number of actual applications re- 

ceived in hundreds. The chart shows the period from 1956 through 
May of 1959. There are several things that are interesting. You will 
note that the actual application peaks follow the peaks of the inquiries 
by a period of a month to2 months. It is possible for us to anticipate 
some month when we are going to have an increase in workload, al- 
though the inquiries themselves constitute a workload. That is 
workload figure; it is not an application figure. These inquiries in- 


clude telephone calls, letters, and personal calls in our offices across 
the country. 








ent 
OvV- 


on- 


do 


ImM- 


)ro- 
ica- 
less 

not 
ctly 
into 
‘ical 


idg- 


nent 
rent 


‘hese 
ould 
» not 


racts 


nt in 
fault. 


ed in 
ns re- 
‘ough 
1 will 
wiries 
sipate 
d, al- 
t is & 
es in- 


across 











SMALL BUSINESS AMENDMENTS OF 1959 103 


The figure for December of 1958 is a distortion of this chart because 
we changed our accounting system and we had only a 25-day month, 
and unfortunately that occurred during a holiday’ seit as well, So 
that it made the line lower than it would normally be. The figure 
through all but 5 days of this month is now 724. This would indicate 
that the solid line is turning back up. This will be about a 900 figure 
at the end of this month. 

Senator Proxmrre. It looks as if this does not have much relation- 
ship to economic conditions, or at least if it has it is inverse. I notice 
that beginning in January 1958, when the recession began to deepen 
in terms of une mployment and in terms of income, and so forth, for at 
least 4 or 5 months the inquiries and applications soared. You en- 
joyed your biggest jump. 

Mr. Barnes. Yes, sir. 

Senator Proxmtre. Why was that ? 

Mr. Barnes. The only answer that I can give you on the tie between 
the action of the Federal Reserve Board and the figures on this 
chart is that through 1956 there seemed to be a direct correlation. 
Every time the Federal Reserve Board raised the interest rates our in- 
quiries and applications increased, but beginning in 1956, and cer- 
tainly during the economic reverse in 1958, this did not follow. It 
seemed that we would have an increase whether they raised them or 
lowered them. If I was going to have a general rule, about the only 
thing I could say is that except during a period of economic distress 
there is some correlation between the action by the Federal Reserve 
Board and the number of applications that we have, but there were 
probably too many things going on in the economy last year and too 
many trends for us to identify with any one particular thing like 
the change in interest rates. 

Senator Proxmire. Then you have the same problem at the end of 
1958 and the beginning of 1959 and on through 1959. You have a very 
sharp rise at the time when interest rates were climbing admittedly, 
and that follows what you said. But then you have a big drop. You 
say it has continued to go on up, but the inquiries and so forth dropped 
in February, March, and April. 

Mr. Barnes. Well, I cannot make any more sense out of it than the 
things that I said in my statement, which is that there are several 
factors. The reduction of interest rate in our own law, the publicity 
that was received in connection with the Investment Act, and a num- 
ber of those factors had a bearing on the number of inquiries we 
received and the number of applications received under the loan 
program. 

Chart 6 shows the number of business loans approved, by type, the 
lower or black portion, solid portion, being the number of deferred 
participations, the next bar being the immediate participations, and 
the upper portion of each bar ‘showing the direct loans. This is 
interesting in showing 

Senator Proxmie. Once again could you for the record, Mr. 
Barnes, peprer 5 defered, immediate, and direct ? 

Mr. Barnes. The deferred participation loans are those in which 
a bank agrees to take a share of the loan and the bank puts up all of 
the funds for the loan and the SBA agrees to purchase an agreed 
portion upon request of the call by the bank. 
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The immediate participation loans are those in which the bank and 
the Small Business Administration both put up their share of the 
loan at the same time when the loan is disbursed. 

The direct loans are those made by the Small Business Administra- 
tion itself without participation by a bank. Under the law, we may 
not make a direct loan unless a participation loan is unavailable, and 
we may not make an immediate participation if a bank will take a 
deferred participation. 

Senator Proxmire. Once again there does not seem to be any par- 
ticular connection with economic conditions. 

Mr. Barnes. No, sir. 

Chart 7 shows the same figures, but instead of numbers of business 
loans approved it shows the percentages of business loans approved 
by the same three types. 

Chart 8 shows the ratio of approvals to total applications acted on 
under the business loan program. The solid portion of the bar for 
each month shows the loans approved and the dotted portion shows 
the loans declined. Roughly, it would seem that we approved a some- 
what larger percentage of loans this year than we have in the past 2 
years. 

One bar is distorted there. In March of 1957 was the time when 
our evolving fund was exhausted and we had to stop the loans for 
about 6 weeks, although we processed them, and then when the funds 
were appropriated we approved the loans that we processed the next 
month. So it shows a distortion during 2 months. 

Senator Proxmire. Offhand, it looks as if a borrower has a little 
better than a 50-50 chance of getting a loan. On the other hand, are 
not some loans discouraged before they get to the application stage? 

Mr. Barnes. Discouraged only in the sense that if a financial 
specialist consulting with the borrower finds there is very little change 
at all of making the loan he tells the borrower factually what our 

olicies are and what the situation is in regard to the loan. If the 
Segue insists on filing the application, however, he is instructed 
to accept it and process it. 

Senator Proxmire. It seems to me that in a recession period you 
would have more small businesses come in and try to borrow money. 
Their collateral might not be as good and their earnings prospect 
might not be as good. There might be more abundant reasons for it 
being required to turn them down. Yet there is no recession pattern 
here at all. 

Mr. Barnes. That does not show in this chart. It showed in chart 
5, however, that more people did apply during the recessionary period 
in 1958, and the volume of applications and approvals jumped up 
considerably. 

Senator Proxmire. Then it jumped again the same way in 1959 
when conditions were better. 

Mr. Barnes. I think that there is a relation also with the money 
market and what the banks themselves do, because in the first place 
in a recessionary period a bank has more demands than it can meet, 
and yet it has good customers that it may refer to us and even take 
part of the loan, and the quality of the applicants may not fall off 
at all. And certainly this spring—I do not have any information that 
has not been in some of the financial papers, but there have been 
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stories to the effect that many banks have their portfolios almost full 
of term loans, and that may be why they made referrals to us this 
spring. 

Chart 9 shows the status of our business loan authorization, in 
which we have asked an increase in the legislation that we recom- 
mended. The three sections of the chart are as follows: The black 
line at the top shows the statutory limit, the lower darker section of 
the chart shows the loans receivable, and the next section shows the 
undisbursed commitments. The white area above the shaded portion 
of the chart and below the black line is the unused portion of the auth- 
orization. We have said that we feel the authorization must be in- 
creased or it will be exhausted probably by January 1960. 

Senator Proxmire. That is exactly the observation I was going to 
make. It looks as if you are going to have the same pattern of in- 
quiries, applications granted, and so forth, that you had before. This 
is astonishingly regular, most amazing that there has been this very, 
very steady growth through recessions and through all kinds of 
different developments since July 1957. Therefore it is almost pre- 
cisely predictable as to the month when you are going to run out of 
authorization. 

Mr. Barnes. Yes, sir. 

Chart 10 shows the status of the revolving funds, the black line at 
the top once again being the amounts appropriated, which are the 
top limits on what may be outstanding, the lower section showing the 
business loans receivable, the next section showing the undisbursed 
commitments, and the last of the shaded portions other expenses. 
This section is included here because some salaries are chargeable 
against the revolving fund, the white portion above the shaded area 
and below the black line being the available balance in the revolving 
fund for use under the various programs that we administer which are 
chargeable to this fund. This would indicate that the revolving fund 
would be exhausted likewise by about January 1960. 

Senator Proxmire. Do you foresee any end to this? Does it just go 
on indefinitely? My good friends on the other side of the table are 
not represented today, but they are usually interested in these Gov- 
ernment programs that seem to increase and grow. I am interested 
in whether they can be tapered off or whether they will just keep on 
going indefinitely. 

Mr. Barnes. In order to make such an estimate, you have to make 
a lot of assumptions. You have to assume that the average size loan, 
SBA’s share, will remain about $44,000 and that the repayments will 
be continued in the future as they have in the past and that the same 
number of people can administer them—that sort of thing. 

My recollection is that with the funds disbursed of around $800 
million, I believe we may be in a place where if all of these assump- 
tions hold true the repayments will offset the new commitments, and 
that is is assuming that there is no economic change that would in- 
crease the number of applications. 

Senator Proxmire. But even if you get complete repayments, just 
since July 1957 and May 1958, a period of less than 2 years, you 
had an increase in business loans. Of course, disaster loans were some- 
thing of acts of Congress and acts of nature, but just business loans 
increased from about $112 or $115 million up to $265 or $270 million, 
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an enormous increase. With that trend in a relatively very short 
period of time it would indicate a very big amount of growth and 
some concern about how big this program should become. Did you 
mean to say in what you told me that repayments should permit ‘the 
program to get to a position in a matter of a few years where you 
would not have to have an increase in authorization ? 

Mr. Barnes. Not have to have an increase in authorizations or in 
the revolving fund. The repayments would offset the new commit- 
ments 

Senator Proxmire. But these new commitments are growing all the 
time. If the new commitments remained stable, you would not have 
to worry about it. Maybe I misinterpreted the chart, but if in May 
1959, for examp le, you had $110 million or $115 million, as you had 
in July 1957, then you have the whole situation taken care of by re- 
payments. But with the kind of tremendous growth that you have 
been having in the last 22 months or so one would anticipate that 
repayments alone cannot possibly take care of it no matter how they 
vork out, and you are going to have to have more growth money 
constantly. Is that correct, or do I misunderstand the chart? 

Mr. Barnes. That is not ascertainable, what we are talking about, 
exactly from the charts. It has to be based on other assumptions and 
still is. You are quite correct that if the volume or if the size of the 
loans or any of these factors do not hold true the estimate becomes 
meaningless. There has been an increase in volume during the 
past 2 years. I have been into the causes of this increase, and it is not 
within the control of the agency itself. The program has _ been 
changed. You have to recognize when you change a statute or make 
other people eligible or do things like this you actually change the 
prog ram. 

At one time in 1953 to 1955, based on the interest rates that we 
charged at that time and the number of approvals, I felt that when 
we reached a place where we had $450 million to $500 million out in 
loans we would at that point be where our repay ments would equal 
our new commitments, but since that time there have been changes 
in the program and the volume has increased, so our estimates have 
been off. 

Senator Proxmire. Also I presume if you could have more flexi- 
bility in the interest rate it might conceivably have some influence 
in this program, too. 

Mr. Barnes. Yes, sir. It would make a great deal of difference. 

Senator Proxmrre. You see the thing that concerns me about these 
charts is that it indicates that there has been a steady, relentless, 
month-after-month growth, regardless of interest rates, regardless of 
recession, regardless of economic conditions, just “up, up at an enor- 
mously rapid rate, to where it has increased by 70 or 80 percent in 
less than 2 years. It would seem that this might be a good time to 
get a little per spective on this and consider whether the Congress has 
adopted policies which are going to project themselves further and 
further into small business, | providing various kinds of small busi- 
ness capital; if Congress really wants to do it at this fantastic rate of 
growth. Maybe Congress wants to do it, but I just want to get as 
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clear a picture as I can of the significance of this chart, because it 
seems to be very significant in indicating what we are putting our- 
selves into. 

Mr. Barnes. Well, I gave you an estimate based on the best in- 
formation I had, and I do have the background for that estimate 
which I could supply to you, but I am fearful it may be misleading. 

We are not soliciting loans nor are we encouraging the growth of 
the program. We are actually trying to carry out the mission that 
Congress assigns to us. 

Senator Proxmire. Certainly you are. I do not mean at all to im- 
ply that there is any empire building or anything of that kind. As 
a matter of fact, you have been very careful to indicate that you 
think that if some of the disaster loan proposals that are in these bills 
are adopted that you will have to expand. You have no alternative. 
I am just getting your best estimate—and I am sure that you have 
been doing exactly what the law requires—of the significance of this 
steady, relentless, month-after-month growth, regardless of economic 
conditions or anything else, and the implicati ions it has for the future 
of the program. Whether we are going to have a Frankensteinian 
i 

. Barnes. If Congress does not liberalize the program by some 
shes anges that are beyond anything that I see now, and if the volume 
holds at about the budget level that we have estimated for this year 
and for next vear, I have indicated my estimate that the re ‘volving 
fund would actually revolve in the neigh! orhood of $850 million dis- 
bursed. There are so many int angibles in that estimate, however, 
that I think rather than try to spell out in detail what it is based on 
I better just indicate that it would appear that at the present rate the 
tia that we have been experiencing last year and this year would 

cur in about the year 1966 or 1967. 

acakees Proxmire. Maturities have a lot to do with it, of course. 

Mr. Barnes. Yes, sir. 

Senator Proxmire. You began in 1953, and your average maturity 
is6 years? What isthe average maturity ! 

Mr. Barnes. It is running about 6 years. 

Senator Proxmire. That would explain a substantial part, but 
there would still seem to be a growth, disregarding the failure of a 
regular repayment schedule to work out. 

I wonder if there is any way that this could be corrected or modi- 
fied or explained in terms of the repayments 

Mr. Barnes. Well, you see, we are just going into the sixth year 
of the agency and of the financial program this next fall, and if we 
tell you that our average loan has a term of 5 years this means that 
we are just beginning to have some of the loans paid off and for it 
actually to revolve. 

That is all reflected, however, in the estimates that I gave you. 

As the program was not large during the first 2 or 3 years of its 
existence, there would still be 2 or 3 years before we get into the maxi- 
mum repayment. 

Senator Proxmier. I think this could be corrected to a great ex- 
tent if we had the total dollar volume of loans year by year each year. 

Mr. Barnes. We can show that in column form and submit it. 
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Senator Proxmire. Very good. Thanks. 
(The information requested follows :) 


Selected data concerning business loan program, by fiscal years, cumulative 
through May 1959 
[Dollar amounts reflect SBA share only] 


| | | | 
Disburse- | Repayments | | Undisbursed | Total loans | Number of 


mentson | and other Loans commit- and com- loans 
Fiscal year loans during | credits on receivable ments at mitments outstanding 
| year | loans during | at yearend | yearend! outstanding | at year end? 
| year at year end 
| 


1954 adalah $2, 711, 322 $778,603 | $1,932,719 $21, 114, 095 $23, 046, 814 
eae me 2,646,502 | 18,313, 479 30, 682, 145 48, 995, 624 | 
eee 30, 965, 027 | 7, 238, 776 42,039,730 | 52,978,872 95,018,602 
1957 ii . 81, 801, 990 16, 407, 424 107, 434,296 | 80,821,365 | 188, 255, 661 
1958 __. ---| 111, 178, 295 35, 251, 655 183, 360,936 | 106,720,560 | 290, 081, 496 
1959 through May_| 138,923,759 | 51, 282,573 | 271,002, 122 139, 286,019 | 410, 288, 141 


Total | 384,607,655 | 113, 605, 533 | 


1 Includes SBA share of bank disbursed deferred participation loans. 
3 Includes bank disbursed deferred participation loans. 


_ Mr. Barnes. Chart 11 shows the status of disaster loan authoriza- 
tions. 

I will not go into the chart in detail, because it would appear that 
there is ample room remaining for disaster loans within the authoriza- 
tion as presently set forth in the statute—unless all of the proposals 
that Congress has received were adopted and then we might have 
to consider what I said. 

Senator Proxmire. It looks like we very easily could adopt one or 
two, but, as you say, if you adopt one or two it is awfully hard to deny 
the others. 

Mr. Barnes. Yes, sir. 

The last two charts relate to the investment program. 

Chart 12 shows the small business investment company applica- 
tions and licenses. The solid portion of each bar shows the licenses 
actually issued. The next area shows the notices to proceed that 
have been issued. And the next crosshatched area shows amendments 
that are requested. The white area of each bar shows the applications 
received and pending or being worked on in our offices. 

This is an interesting chart in this sense: It shows very clearly first 
that we have reduced or are trying to reduce the number of applica- 
tions that are pending and that we are working on. All of the cross- 
hatched and solid area are applications that the borrower must do 
something on; there is nothing for us to do until we receive some- 
thing back from the borrower. 

This would indicate that some 62 of the 76 applications at the date 
of this chart, which was as of May 24——— 

Senator Proxmire. To make sure I understand this chart, the first 
amount, the solid line, is the licenses actually issued ? 

Mr. Barnes. Yes, sir. 

Senator Proxmme. The next is notices to proceed. That involved 
on May 25, 35 firms. 

You say that they are the ones whose action depends entirely on 
themselves ? 


Mr. Barnes. Well, in fact, both that and the next section also. 
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Let me describe it this way: That the notices to proceed involve 
cases that we have advised the proposer or proponent that we approve 
of his plans and, “Now go ahead and incorporate and when you have 
done the things that you say you propose to do, we will issue you a 
license.” 

So that he, the proponent, is in a position of incorporating his 
company, getting his stock issued, and money paid in. As soon as he 
files his final application, a license is issued in the matter of a day 
or two. 

There is nothing further for us to do on those companies until they 
have actually sent back their final papers. 

Senator Proxmire. Do you have any information on applicants 
other than in this chart? That is, you estimated the first 300 and 
then 200 would be licensed by the end of the year. You base that on 
the information you received from some indicating that they are 
waiting to see what Congress is going to do before they act, before 
they apply. Are there letters, inquiries of any kind that might give 
a little more substance to that estimate ? 

Mr. Barnes. Yes, sir. There are letters of intent that we receive 
from people who say they are forming companies. And then each of 
our field offices 

Senator Proxmire. That would be something in addition to the ap- 
plications ? 

Mr. Barnes. Yes, sir. 


Senator Proxmire. Letters of intent? Can you tell me how many 
of those there are ? 


Mr. Barnes. There are about 50 companies in addition to the ones 
that have actually filed. 

Senator Proxmire. About 50 in addition ? 

It looks a little difficult, because these figures are antedated by 
figures you gave us this morning. 

Mr. Barnes. I will say in addition to the 89 which I think I gave 
you this morning, 89 companies that have actually filed proposals, 
there are another 50 that we know of that are in the final stages of 
completing their papers but have not actually filed them. 

Senator Proxmire. And from your experience these are the kind of 
people, the kind of companies, that will follow through ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. That would add up to 139 companies on which 
you have pretty solid evidence they are going to continue; that, in 
view of the lag, in a matter of several months will be licensed ? 

Mr. Barnes. Yes, sir. 

Senator Proxmire. On that basis, it would seem your estimate 
might be, reasonably, a conservative estimate of 200. 

Mr. Barnes. I think so. 

I am also basing it on personal observations, on information I have 
received from field offices. They say how many groups they are talk- 
ing with and that are contemplating organizing a company. 

I think 200 is a conservative estimate for this calendar year. 

Senator Proxmire. All right. 

Mr. Barnes. Chart 13, the last chart, shows the proposed initial 
capital involved in the companies that have filed. These are not 
licensees. These are just in the applications or proposals. 
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Senator Proxmire. These are all of the companies that are listed on 
the preceding chart? That would be 76 in the last column? Is that 
correct ¢ 

Mr. Barnes. Yes, sir. We have to take a cutoff date, and this is 
May 25 we are using here. 

In the 76 companies there was $25,250,000 involved, in their total 
capitalization involved in their proposals, of which they proposed 

that the Small Business Administration buy their subordinate de- 
bentures in the amount equal to $6,600,000. 

Senator Proxmime. Based on the experience which you have had so 
far—maybe you would not want to answer this question for the time 
being—could you give for the record any suggestion on how much 
private capit (l can be induced to come into the small business invest- 
ment activity with the authorized Federal capital we have ? 

Mr. Barnes. I cannot give you any accurate estimate. It will de- 
pend somewhat on legis lative changes. Tome, 1I—— 

Senator Proxmie. Assuming the legislative changes are made. 

Mr. Barnes. This is a good program. We have, I think, been suc- 
cessful in getting some substantial and capable people started in the 
first companies. They are quite capable I think of making a good 
record. And if they do, it will attract other people to the program. 
Other companies wi ill be formed. 

If it is possible to develop means so their volume can be increased, 
as for instance by working with them to create this secondary market, 
there will be a vastly improved program. The companies can earn 
more funds and, thus, many more people will get in it, I believe. 

If other inducements are given, it is possible to attract a great many 
more people and much more capital than we have anticipated to date, 
I think. 

Senator Proxmire. You see, what I am talking about is not the 
amount, although that is extremely important, perhaps the most im- 
portant, but I am talking about the ratio as this program proceeds. 

I look at chart 13 and I see that in the very beginning—and I recog- 
nize this is so early in the program it is hard to draw any conclusion 
but I want to be sure that I do not draw a completely false conclu- 
sion—in December 1958 the ratio of private capital to Government 
capital was about 5 to 1, assuming th at the top figure is the total 
figure and not simply the figure for; private capital. That is, $3,600,- 
000 to $600,000. Is that correct ? 

Then it became about a little less than 5 to 1. 

Then it was about 4 to 1. 

Then it was a little less than 4 to 1. 

It seems as the program grows at least there is a tendency to have 
more Government capital in proportion and a little less private 
capital. 

Maybe that conclusion is not correct, and I would be happy if it 
were not. 

Mr. Barnes. Neither Mr. Read, who is Deputy Administrator in 
charge of the program, nor myself thinks that that is true, that it 
necessarily follows, because these are the first proposals that are in. 

It is my thou ht that the creation of a secondary market can bring 
such volumes of funds into the program that the Government funds 
can be relatively unimportant. 
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Senator Proxmme. Wonderful. That is the kind of thing that I 
think will interest Congress very much. If you get a program with 
$10 of private money for every dollar of Government money, then 
you are really beginning to move ahead. And we hope far more than 
that eventually. 

But as the program continues it will make quite a difference, it 
seems to me, in gaining approval of the program and getting support 
for it if the trend seems to be that you have more and more private 
money and less and less Government money. 

Mr. Barnes. Let me give you an example. And I do not want to 
make Mr. Read unhappy by being too optimistic, so I will discount 
everything I say about this program. But it is possible for these 
companies to borrow four times their paid-in capital and surplus. 

Senator Proxmire. And their paid-in capital and surplus is at least 
50 percent private money ? 

Mr. Barnes. Yes. 

Senator Proxmire. And usually more than that? 

Mr. Barnes. In more than 50 percent of the cases, the biggest com- 
panies have no Government funds in them at all. 

Senator Proxmrre. I see. 

Mr. Barnes. In talking with the kind of institutions that would 
loan or would do business with investment companies, they will judge 
a company depending on the capacity of the individual managers of 
the various companies. In other words, a small business investment 
company has to make a record for itself and establish its own reputa- 
tion. But if they can borrow two or three times what their capital 
and surplus are and invest in securities of small firms which they can in 
turn sell, they can then get their money out of these securities and per- 
haps keep warrants or some other evidence of securities that they 
can use to participate in the growth of the companies and reinvest in 
others. 

It is possible then for them to do this more than once during a year. 
They could do this several times during a year if they were that effli- 
cient. And this means that it would be possible for these companies to 
tap some of the accumulations of capital that we know exist in pension 
trusts, insurance companies, and in other places. 

They are literally billions of dollars, several billion dollars a year, 
that would be available for these kind of investments if they can be 
made sound enough to appeal to the institutionalized type of in- 
vestor. 

It is our hope and intention to work with these companies to try 
to establish them as that type of sound and successful financial inst1- 
tutions that can create that kind of securities. 

If we are able to, it will mean that the demand for Federal funds 
will be relatively small. There will be so much more available from 
ee sources that the Federal funds will be either repaid, if the 

ave used any, or will be perhaps usable as an external reserve whic 
we have talked about in the past and which would mean they would 
only call on us for the loans as they needed them for short-term 
purposes. 

Iam talking about our hopes and aspirations, and I think we are off 
to that kind of a start. We have been very careful to try to en- 
courage reliable people to come into the program, and the ones who 
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have started these companies so far are competent and we were very 
pleased to hear some of their plans as they testified before other com- 
mittees and as we have seen them start off. 






















































Senator Proxmire. This is the last chart ? t 

Mr. Barnes. Yes, sir. 

Senator Proxmire. I would like to give you an opportunity to an- | 
swer some of the challenging statements that have been made about . 
the program. P 

For example, a recent editorial in the American Banker, states the ’ 
following, and I quote: P 

Unfortunately, the new small business investment company statute passed w 
by the Congress a few months ago has been snarled in a tangle of Securities 
and Exchange Commission and Small Business Administration regulations, m 
The exuberantly hoped for credit and equity capital aid for small business is : 
not materializing. Until something is done to cut the SBIC knot, the problem W. 
of taking care of small business capital credit needs is right back where it th 
always was—unsolved, except for what the local banker and local financing 
institutions can do. ‘ 

Suppose I break that down. No. 1, they say the new Small Business = 
Investment Company Act has been snarled in SEC and SBA regula- he 
tions. In your judgment, is there merit to that or not ? pr 

Mr. Barnes. No; I think that is not an accurate statement of the on 
situation. I think that 

Senator Proxminre. Let’s start with the SEC regulations. Are [ o¢ 
the SEC regulations such that they have inhibited the formation of | 4, 
companies ? 

Mr. Barnes. To answer truthfully, some banks do not want to ta 
appear before the SEC in connection with the issuance of stock. | y¢ 
Their reasons for this are varied, but they believe their list of share- | .. 
holders should not be made public. rec 

In order to obtain a clearance for a bank-owned company, they ) 
must make a full and complete disclosure to the SEC. me 

To this extent, it no doubt has inhibited some banks. And the ) 
article you read from is in a banking magazine addressed to bankers. | gf; 

The SEC has been very cooperative in assigning personnel to the < 
program, in issuing regulations designed to clarify the situation, and hav 
in actually processing applications for approval of issues of securities. J ag ; 
They are contemplating some further exemptions, and, after all, that | fg] 
is what the law provides—that the SEC may make certain exemptions. you 

But I do not have any criticism at all for the SEC and the way they did 
have cooperated with us in this program. exe: 

This is a more complex situation than a bank or a corporation i 
ordinarily finds itself in when it starts out. It is comparable to start- J jgty 
ing a bank with certain complexities added, particularly if they are f the 
going to have a public stock issue. Most banks do not start, I do | any 
not believe, with public issues of securities. And this feeling is re f eon 
flected in this criticism. relu 

It is not an unfair criticism from the bankers’ point of view, but f this 
I do not believe that there has been any great inhibition placed on Ss 
the program by the requirements that companies have had to g0 f sign 
through at the present time. M 

Senator Proxmme. As for the rest of the editorial, the part of the } liey, 
editorial I read, you feel it is a matter of reasonable patience in| tom 






permitting the program to get going ? 
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> 
zs Mr. Barngs. Yes, sir. , 

Senator Proxmire. In a way that would not involve mistakes, errors 

that might be scandalous, that might destroy the whole thing? 

Mr. Barnes. That is right; yes, sir. 
oaasl If the same people who wrote the editorial had seen a list or seen 
aad all the correspondence we received when this legislation was first 

passed and the people who contemplated going into it at first, they 
the would have thought we should have had more complexities than are 
presently involved. 

The fact is that SEC had some complex regulations, and so did 
ssed we. Now, we have been working to gear these together and have 
res made great progress. 

3 is We are just in the final stages of working out procedures so that 
lem when an application is filed with us we take copies of it and transmit 
e it them to the SEC, and both agencies process them at the same time. 
— I believe that we had some delays at the start of the program where 
you were acquainting State agencies and you were clearing policy 
ness matters that we will not have in the months ahead. There has been 
ula- hardly a day in the past year during which we have operated this 
| program that we have not had important new policy matters to work 
the | out and to establish some kind of rule and principle to follow. 

It is just not possible in such a complex area to do all of this sort 
Are | of thing in advance. You have got to work with cases in order to 
n of } doit. — , 

Senator Proxmme. To get back to these SEC regulations, I under- 
16 tO F stand there have been complaints by people interested in forming in- 
tock. | yestment companies that the Investment Act of 1940 should be amended 
1are- | so the small business investment companies would not be subject to 

regulation. 
they Last year you advocated that the SBIC be exempt from the Invest- 
ment Company Act. Youstill feel that way ? 
1 the Mr. Barnes. Well, sir, I am in the position that Congress has acted 
ikers. | after I have made a recommendation, and it is not like the-—— 
o the Senator Proxmire. We have had experience under the act and there 
,,and | have been a lot of complaints that the program has not gotten ahead 
rites. F as fast as it should. While you feel there are reasons for it you also 
, that | fel that there are changes that should be made in the law and that 
tions. | you are recommending—which obviously contradict what Congress 
y they | did or they would not be changes. So it seems to me if you feel the 
exemption should be made we would like to know it. 
ration Mr. Barnes. Let me put it this way: I cannot speak for the admin- 
start- } istration on recommending this change. I have been working with 
sy are | the SEC in a very cooperative fashion. I do not want to recommend 
yi do anything they do not want to recommend. I know that they are 
is T@ | contemplating these exemptions, some of them, and I would be most 
reluctant now to go off by myself and recommend something like 
w, but } this unless they concurred. 
ed on fF Senator Proxmire. You feel the Investment Company Act was de- 
to g° | signed to cover this type of company ? 
_Mr. Barnes. Well, I believed that it was last year, and I still be- 
of the | lieve it can be handled under the Investment Act. But I do not want 
nce 1) tomake any issue about it. 


Senator Proxmire. I mean the 1940 Investment Company Act obvi- 
ously could not have had anything like this in mind. 
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Mr. Barnes. No. 
Senator Proxmire. And for that reason is it not likely that the 
rovisions of that act just are not adaptable to this completely new 

find of legislation ? 

Mr. Barnes. I will answer “Yes” to that. I think if these com- 
panies had not been called investment companies the question would 
never have arisen. 

Senator Proxmire. Should the authority of SBA to make loans to 
local development companies expire, as now provided by section 5026, 
on June 30, 1961 4 

Mr. Barnes. I do not have any recommendation to make on that. 
I think there is ample time before 1961 to review what happens and 
see whether it should be extended. 

Senator Proxmire. Should the date be extended beyond July 1, 
1961, for the conversion of State or local companies to investment 
companies under SBIA ? 

Mr. Barnes. I do not think so, because I think all the legislatures 
will have had a chance to meet by that time. 

Senator Proxmire. Has SBA encountered any situation in which 
an investment company has been unable to obtain a State charter? 

It seems to me you told me about one this morning or one potential 
situation in which a State law is being changed and 

Mr. Baryes. That is still in a state of uncertainty. We are not 
certain that even there we will need to issue charters. 

Senator Proxmire. Have you had any requests for Federal charter? 

Mr. Barnes. No, sir; we have not as yet. We have had from this 
State one company that asked us to defer consideration on their appli- 
cation until they ascertained what form the State law would take, and 
with the implication that if the law was not changed or vetoed they 
might ask us for a Federal charter. 

There has been one other State—I believe it was Louisiana—that 
could not form under their present law but they were waiting until 
the legislature met to change their State law. 

Ther » actually have been changes made in the laws of a number of 
States in anticipation of this program and to encourage the program. 

Senator Proxmire. Under your regulations, stock in an inv estment 
company can be issued only for cash. It cannot be issued for services 
or for property or for goods. We have heard that this rule reduces 
the incentive for some men to form an investment company, and we 
know of a specific instance where this was pleaded pretty strongly. 
The way it was argued it sounded as if it might be fairly typical. 

Why do you have that rule? 

Mr. Barnes. Well, we think that it is essential to have some meas- 
ure, and cash is the best measure of value. 

I only know of one or two instances in which this has created any 
problem, and then it just created a problem for the attorney who was 
organizing the company. When I pointed out that all he had to do 

was to have them arrange to pay his fee in cash and then turn around 
and reinvest the cash in the company, it seemed to alleviate the 
problem. 

If there is another type of problem, I do not know what it is. 

Senator Proxmire. I would like to get into another thing for a 
minute. 
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You recommended this morning eliminating the requirement that 
small-business companies borrowing from SBIC buy stock in the 
SBIC. Will eliminating this provision cause any trouble to the com- 
panies which have already been formed ? 

Mr. Barnes. No, sir. We would apply the same rule to them that 
we do to companies formed after the law was enacted. 

Senator Proxmire. In other words, what you have in mind is not 
a prohibition but simply making it possible, if a borrower wanted to 
invest, that he could do so, but ‘it would not be mandatory? Is that 
correct 2 

Mr. Barnes. Right. Yes, sir. And at present we require it in their 
charter and in our license. We would remove that from any licenses 
that we have issued and permit them to amend their charters, any 
oe anies that have them issued, so it would be entirely on a volun- 

tary basis. 

If a fellow wished to invest in the investment company, he could— 
that is, if the investment company also wished to sell stock. Some of 
them do not. 

Senator Proxmire. I have before me what I consider one of the best 
articles that has been written, and I have read quite a few articles on 
this, and I am sure you have read a great deal more, by Andrew P. 
Murphy, Jr., and C harles H. Netter, “The Small Business Investment 
Act of 1958.” It appears in the Federal Bar Journal for April of 
1959. Itisan excellent job. It is concise. 

I have talked to the staff about this, and they fell it is one of the 
best jobs that has been done. We will insert it in the appendix to the 
record. (Seep. 567.) 

A series of problems are raised in a very few words at the end of the 
article, and I would like, if I could, to ask you about these problems. 
There are five or six. 

Mr. Barnes. All right, sir. 

Senator Proxmire. The authors state: 

The act was intended to encourage the investment of risk capital, and normally 
this type of investment is most appealing to high-bracket income-tax payers, but 
this type of individual is particularly wary of any arrangement that could sub- 
ject him to the personal holding company surtax. High-bracket taxpayers most 
interested in the new program want control of their company and the opportunity 
to direct its affairs. These objectives cannot be attained without running the 
risk of the personal holding company surtax. Under section 542(c), banks and 
certain finance companies are specifically excluded from the category of “‘per- 
sonal holding company.” Bearing in mind the purposes of the Small Business 
Investment Act of 1958 and the nature of the operations of the companies to be 
formed under the act, many of those interested in the new program feel that the 
new companies should be entitled to the same treatment as banks and other 
lending institutions under section 542(c) of the code. 

Do you feel that that is 

Mr. Barnes. That is an accurate statement of the problem. The 
matter is now being discussed between the Small Business Adminis- 
tration and the Treasury, and the Treasury recognizes this problem. 

I have no testimony to give as to what recommendations may be 
made or legislative recommendations may be made by the Treasury 
or by us. 

Senator Proxmire. It would be beneficial to the committee and I am 
sure to the other Senators as they have an opportunity to study the 
hearings to have your views on some of these tax questions. You can 
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feel perfectly free, of course, to withhold comment for the time being, 
because I understand that it might prejudice your position; at least 
in asense, 

But let me read this anyway and see how much information you can 
giveus. Iamreading from the article now. 

All of the tax benefits under the new program are related to the stock acquired 
by the small business investment companies through conversion of convertible 
debentures. Only a corporation may issue convertible debentures, and the final 
SBA regulations under the act specifically prohibit a small business investment 
company from acquiring an equity interest in an unincorporated business. There 
are some 4.3 million small businesses in this country, but only 600,000 active 
corporations, both large and small. 

Approximately 85 percent of the small businesses in this country are unincor- 
porated, and therefore, except for the pro bono publico type of company, the vast 
majority of small business investment companies are going to be concentrating 
their investments in convertible debentures of small corporations. Such invest- 
ments will give the small business investment companies tax-free dividends on 
conversion into stock and ordinary losses, should they be incurred by the small 
business investment company or stock acquired through conversion. In order to 
counterbalance this favor of corporate borrowers, many feel that some provision 
be made for a tax deduction on a portion of the interest received by a small 
business investment company on long-term loans. 

Mr. Barnes. The answer to that, in my opinion, turns on how im- 
portant the allivides il businessman feels it is to remain unincorporated. 

Since the Technical Amendments Act was passed last year, the 
decision to remain incorporated or unincorporated may turn entirely 
on other than tax matters, because it is possible for a corporation and 
a partnership to pay their taxes in effect the same way and so that 
the reasons that in the past have made some individu: ls believe that 
they had advantages in remaining unincorporated it seems to me no 
longer exist. 

As a businessman reaches a size where he has to obtain other types of 
financing than he started out with and when he is going to interest 
the public and other people in his affairs, I think he should be mature 
enough to begin to limit his risk by incorporating. I do not believe 
there is any disadvantage any more in incorporating. 

So that this does not seem to me to be a fatal objection to the pro- 
gram, nor does there need to be other types of inducements offered in 
the form of tax benefits to unincorporated taxpayers. 

It is too easy to incorporate now, and there is no disadvantage or 
apprec iable disadvantage. And there are many advantages. 

Senator Proxmire. There are some advantages depending on the size 
of the firm and how much they intend to grow and so forth. 

Mr. Barnes. Limited liability. 

Senator Proxmire. Proprietary, partnership 

Mr. Barnes. Continuity of ownership and various things of this 
nature are business decisions that weigh in favor of incorporation, it 
seems to me. 

Senator Proxmrire. It is a matter, it would seem to me, of how that 
is counterbalanced by the corporation income tax and so forth, al- 
though you are correct if a firm expects to grow substantially, if they 
expect to reach out and have a very substantial amount of capital out- 
side of the owner and his immediate family coming in, certainly in- 
corporation makes sense. 
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At any rate, perhaps what you have already said would indicate 
your answer to the next question. 

Considerable support has developed for adoption of an amendment to the In- 
ternal Revenue Code to provide a deduction for 15 percent of the interest received 
by a small business investment company on long-term loans. This would counter- 
balance the 15-point advantage which will be enjoyed by small business invest- 
ment companies on dividends received on stock acquired through the conversion 
of convertible debentures. 

So the proprietorship would at least have that counterbalancing 

Mr. Barnes. Well, I do not have anything to say on that. It can be 
argued from that point of view, and there is an equally good argu- 
ment that it is just as easy to incorporate and become very clear about 
these same things. 

Senator Proxmire. To continue: 

Many potential investors in small business investment companies have been 
concerned about the possible imposition of the accumulated earning tax under 
section 531 of the 1954 Internal Revenue Code. 

How would you feel about exempting SBIC’s from the provisions of 
this 4 

Mr. Barnes. This is another problem that we recognize and have 
under discussion. 

Senator Proxmire. All right. 

The Federal Reserve Board has ruled on the question of the formation of small 
business investment companies by bank holding companies and their subsidiaries. 
The Board has interpreted the Bank Holding Company Act of 1956 to mean that: 

(1) A bank holding company may invest in a small business company up to 
the 1 percent limitation contained in the Small Business Investment Act of 1958. 

(2) A banking subsidiary of the bank holding company may not invest in a 
small business investment if it (the small business investment company) would 
become a subsidiary of the bank holding company. <A 25 percent ownership of 
voting securities Would amount to a subsidiary. 

(8) A bank holding company and its banking subsidiaries may invest in a 
small business investment company if their total investment is less than 25 per- 
cent of the voting shares of the small business investment company. 

The result of this ruling is obvious, that is, it would prevent a bank which is 
a subsidiary of a bank holding company to form a small business investment com- 
pany and own over 25 percent of its voting stock even though the investment 
itself would amount to less than 1 percent of its own capital and surplus. Strong 
support has developed for legislation which would change this ruling and allow 
such banks to be treated in the Same manner as the bank holding company or 
any other bank. 

Mr. Barnes. We have recommended the enactment of S. 2139; sec- 
tion 5 of that act amends subsection 302(b) of the Small Business In- 
vestment Act which provides that shares of stock in small business in- 
vestment companies may be purchased by national banks, by other 
members of the Federal Reserve System, and by nonmember insured 
banks to the extent permitted under applicable State law. 

While the result of the ruling by the Federal Reserve Board which 
was referred to in the paragraph you read is to make inoperative the 
provisions of section 302(b) of the Small Business Investment Act in 
the case of a bank which is itself a subsidiary of a bank holding com- 
pany which seeks to form a small business investment company and 
own 25 percent or more of its voting shares even though its desired in- 
vestment is less than 1 percent of its capital and surplus, the proposed 
legislation would enable such banks to be treated in the same manner 
as the parent bank holding company, that is, to invest the full 1 percent 
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of its capital and surplus in a small business investment company with- 
out regard to whether or not such company would become a subsidiary 
of the parent bank holding company. 

So that in my view the recommendation we have made covers their 
problem and provides a solution. 

Senator Proxmire. You have answered the next question I am 
going to ask you in part, but it gives a slightly different context to it 
and it might be very helpful to get your viewpoint on the way these 
gentlemen put it. 

Sections 302(a) and 303(b) of the Small Business Investment Act of 1958 
authorize SBA to advance funds to small business investment companies, but 
section 302(a) does not set forth interest rates to be charged on such funds, 
Section 303(b) authorizes SBA to lend funds to such Companies through the 
purchase of their obligations “which shall bear interest at such rate * * * as 
the Administration may fix.” The final SBA regulations provide that funds 
advanced under either of these sections of the act shall bear interest at the 
rate of 5 percent per annum. Many potential investors feel the 5 percent 
interest rate is too high, and that a lower rate would stimulate interest in the 
program. It has been proposed that SBA establish a flexible rate of interest on 
funds advanced by it under sections 302(a) and 303(b) of the act, set at one 
quarter to one-half of 1 percent over the rate of interest paid by SBA to 
Treasury on its funds. The purpose of the extra one-quarter to one-half of 1 
percent would be to reimburse SBA for its cost of administration. 

Mr. Barnes. Well, sir, what Treasury was paying for money if you 
advanced it on that principle there would not be much change in the 
5 percent rate that we are charging. 

We are not wedded to this 5 percent rate. But I am not convinced 
to change this rate is going to offer any great stimulus to the activity 
or the program. 

If we can find a means to develop the secondary market which I 
have referred to several times, we will provide a much greater stimulus 
in that they can negotiate at any rate they are able to, depending on 
the competence of the company and how well they do their job of 
creating good securities, and this will provide much more funds. 

I believe that is the best stimulus that we can provide. 

Senator Proxmire. How does the rate that you can charge compare 
with the usury statutes in the various States? Are there some States 
in which the usury statutes make the legal interest rate almost as low! 
Or are they all 

Mr. Barnes. Some States fix it at 6 percent. But we get into effec- 
tive rates when we start talking about this. 

Senator Proxmire. The 6 percent relates to something other than 
diminishing balance so it could be a great deal more? 

Mr. Barnes. Yes, sir. 

I do not believe any of these companies are going to actually make 
their funds—I mean earn their profits from the difference between 
interest rates paid and charged. These companies are going to suc- 
ceed if they are good venture- capital companies. From the examina- 
tions we have made and the discussions we have had with the successful 
venture-capital companies, they do not pay a great deal of attention 
to rates. 

Most of their attention is devoted to the type of investments they 
make and whether they invest in growth situations. 

By this I mean the Whitney Co., the American Research & Develop- 
ment, and a number of other companies that actually have had a num- 
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ber of years of experience in this field. Their testimony might be very 
helpful to this committee, and I think some of the people who have 
studied this law and activity from a theoretical viewpoint have not 
had the advantage that we have had of talking with companies that 
are actually in the business. 

I just want to leave the clear idea that we are not permanently 
wedded to any particular rate. We feel that the rates that we set 
originally were reasonable for the type of financing involved, and if 
it proves to be otherwise we will reconsider these rates. 

But we are not convinced that this would be any great stimulus; 
that is not the way these companies will earn their profits. 

Senator Proxmire. I will continue reading: 


















































Sections 302(a) and 303(b) of the act permit SBA to advance funds to the new 
investment companies. Neither section places any condition upon the advance 
of these funds by SBA and both sections indicate clearly that the purpose of this 
particular legislative authority is to facilitate the formation of the new com- 
panies to encourage their growth. The SBA regulations place rather stringent 
conditions on the availability of these funds. 

On section 302(a) funds, for example, the regulations provide that any com- 
mitments by SBA to supply funds under that section “shall be reduced to the 
extent private equity funds are acquired ** * prior to any disbursement by 
SBA on account of such commitment.’ The SBA regulations relating to both 
sections require the submission of certificates showing that such funds are not 
available from private sources. The question arises whether the SBA position 
with reference to the provision of funds to the new companies under these two 
sections is unduly restrictive. If SBA would advance funds under both sections 
to the limit of its ability, and without regard to the ability of the small business 
investment companies to raise funds elsewhere, it would give them valuable 
leverage in their efforts to raise funds elsewhere. 































































































Mr. Barnes. We feel our responsibility very keenly to encourage 
the formation of these companies, and we have made a sincere effort. 
And also under the statute we have an obligation to encourage maxi- 
mum use of private sources of financing. 

The only way we can interpret the law to give full meaning to both 
of these sections is to follow such procedure as we have set forth in 
our regulations. 

I feel myself that that is the minimum procedure that we could use 
and still encourage the maximum use of private sources of financing. 

What do we do? In the case of a company that is starting, all we 
ask is that they show how much they can raise from the incorporators 
of the company, and then we agree to furnish other funds through the 
purchase of subordinate debentures. 

Now, it seems to me reasonable that if in the carrying out of their 
plans they find they can raise more than they said at first, that should 
be deducted from the amount that we have committed, where we have 
committed a sufficient amount to raise the initial capital up to $300,000. 

That is all the regulation provides. And it seems to me that that 
puts the burden on the organizer of a company to make a sincere effort 
to raise the funds from private sources, and we believe that if we did 
less we would not be carrying out the intent of Congress. 

As to the second provision, I do not see how you could have anything 
more minimal than that, and it perhaps is even too minimal. 

All we ask is that a company that seeks a loan under section 308 
certify that it cannot obtain the money sought by borrowing from pri- 
vate sources. Thisisaloan. It isa loan ata fixed interest rate. We 
43183—59——-9 
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are trying to set up ways to attract private funds to these companies 
so they can borrow perhaps many times what we can loan to them. 

It seems to me that when all we ask these people to do is to sit down 
and give us a certificate that they have made an effort and that they 
are unable to borrow from private sources, that we are merely carrying 
out the intent of Congress to see to it that private sources of financing 
are used to the maximum degree possible. 

Senator Proxmire. In your experience have you had any record of 
the people who have indicated in any way that they would like to come 
in, but have refused to do so because they cannot honestly say that 
they cannot get some private funds? 

Mr. Barnes. I cannot think of a single case under section 303, 
because we have had no applications under section 303. They do not 
apply for those loans until they are actually operating. 

Under section 302, I have not at any time heard anyone complain 
about that particular provision, and J should think it would be unrea- 
sonable to complain when, in essence, all the regulation does is just to 
say, “If you raise more than you originally planned to invest in this 
company, then the Government will put in so much less of the portion 
it has agreed to, to start a minimum company.’ 

Now that, it seems to me, is a very mild and reasonable regulation. 

Senator Proxmire. Without objection, the article from the Federal 
Bar Journal, entitled “The Small Business Investment Act of 1958,” 
will be placed in the appendix to the record. See p. 567.) 

Mr. Barnes. May I say one more thing? 

Senator Proxmire. Yes, sir. 

Mr. Barnes. The 5-percent that we charge for the financing of either 
kind does not preclude the organizers of a company from obtaining 
funds from the public or borrowing it at a lesser rate if they are able 
to. 

If this rate is unrealistic, this I think will begin to appear in the 
months ahead. 

Right now we think it is a realistic rate, and this is a matter I 
think that we should constantly review, and we intend to review it. 

Senator Proxmire. This last question that I have here does not re- 
late to the Small Business Investment Act. 

The managers on the part of the House and Senate in the conference 
report on H.R. 7963, 85th Congress, to amend the Small Business 
Act, state at epee Si 384: 

In connection with SBA’s lending policies, it has come to the attention of your 
conferees that some employees of the Small Business Administration have been 
advising applicants for business loans that collateral offered to secure their loans 
must be evaluated on the basis of its value in a forced sale. This practice is 
contrary to the intent of your conferees, and those charged with administering 
this act shall give consideration to the essential importance to the business of any 
asset offered as collateral, and shall evaluate such assets on the basis of a 
going business. 

A friend of mine wrote me recently as follows, and I am quoting the 
letter : 

I refer to the statement by the House conferees, which appears on page 13384 
of the Congressional Record for July 10, 1958, which suggests that the SBA 
appraise collateral put up for a small business loan on a going-business basis. 
I think it would be highly desirable to have this included in the law because I have 


been turned down on a loan application where the collateral was so highly special- 
ized as to be practically worthless on a liquidation basis but where I felt a loan 
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was justifiable on all other counts. The congressional intent referred to above 
was given no consideration by the SBA. 

Will you comment on this? 

Mr. Barnes. Well, sir, during the past year I have made every effort 
within my power and as an agency all of us have made every effort we 

‘an to improve our system of appraisals, feeling that the more accurate, 
the more scientific we can get, the better service we will be able to 
render. 

There is so much involved in an appraisal that it would not be 
possible just to dismiss it. What we do by saying that we take col- 
lateral only at its liquidating value in fact 

Senator Proxmire. This is not correct, that you insist on forced 
sale ¢ 

Mr. Barnes. No, sir; it is not correct, sir. 

In our loan files we establish a cost value. We establish then the 

market value or going business value. We establish next the depre- 
ciated value, applying the depreciation that has been charged against 
the property. We will establish the liquidating value or the value of 
the property if it is sold individually. 

We may have more values than that all listed in the same schedule. 

In assessing a loan, appraising a loan and making a credit judgment, 
we first look at earnings. If the earnings are good, the value assigned 
to the collateral becomes less important. However, if there is not a 
good earnings record, then under the law as we interpret it we must 
have the loan secured sufficient to give reasonable assurance of repay- 
ment so that we will not experience a loss. 

We will increasingly look at the collateral if the earnings record 
is bad. 

We do not look at any single one of these values because there are 
different types of property involv ed. 

The business loan program is very different than a housing loan 
program or another type program where you may make general rules 
and appraise by percentages. We try as ‘nearly as possible to estab- 
lish actual valuations. The reason is that we deal first with industrial 
property. And it may vary from city to city and in various places 
in the same community. 

There are many considerations that have to be taken into consid- 
eration to establish the value of industrial property and also indus- 
trial buildings. And we also use as collateral all types of machinery 
and equipment and fixtures and then even inventory. 

We may use different valuations in connection with these different 
categories of property. 

Our people have improved immeasurably in my opinion even dur- 
ing the last year by reason of the standards we have set up, the train- 
ing programs they have gone through. 

We have now, I think, some 15 of our men who are members of the 
Society of Industrial Appraisers, their professional society, and last 
year at this time we had 1 man who had qualified. 

Weare continually working on this program. 

Now, I am sure that Congress does not intend for us to adopt an 
arbitrary rule about appraisals. We in conducting a loan program 
should use all the best judgment that credit men can in continually 
improving our appraisals and having them geared in with the type of 
program that we are administering. 
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That is what we are trying to do. We have taken cognizance of 
what was said in the report of the conferees. I do not want to go com- 
pletely averse to the cedennd intention of Congress as set forth in 
such a document, but I feel that even that must be interpreted. The 
men who voted for it did not, I am sure, have knowledge of all of the 
ramifications involved in appraisal work. 

We have construed it to mean that we should not rely on the liqui- 
dating values alone; that should not be an absolute limitation. 

The best I can say is that we do not so regard it. We have given 
instructions to our people, and they vary it from case to case. But in 
a particular case if earnings were absent and a good earnings record 
could not be shown and if there was no resale value that could be 
established for the business as a going business, the only valuation 
that you can establish in such a situation would be what the equipment 
and property could be sold for if they were sold individually, not 
under a forced sale but by a negotiated sale. 

Your constituent or whoever wrote you must have been in such a 
situation. I donot know. But I do not know how 

Senator Proxmire. So your position is that the going value is given 
weight ? 

Mr. Barnes. Yes, sir. 

Senator Proxmrre. And the only time forced sale or liquidation 
value is considered exclusively is when there is no evidence of earn- 
ings substantial enough at least to firmly predict that you are going 
to have a going concern ? 

Mr. Barnes. That is right; yes, sir. 

Senator Proxmire. Mr. Barnes, I want to thank you very much. 
You have been extremely helpful, very patient. This has been a long, 
long day for you, and I think you have done nobly indeed. You have 
handled things very well, and I do appreciate it. 

I do appreciate also the patience and helpfulness of your assistants. 
They have, I think, answered every question we have asked, fully. 

Mr. Barnes. Senator, I intended to introduce some of the men who 
are here whom you may not have met. 

Senator Proxmire. I met Mr. Reed. 

Mr. Barnes. You met Mr. Reed. You met Mr. McCallum, our 
general counsel. 

Mr. Leonard Ralston, who is the Assistant General Counsel work- 
ing with the Investment Division. 

Mr. Robert Buck, just sworn in last Friday, is the new Deputy Ad- 
ministrator in charge of financial assistance. 

Mr. Hipkins whom you know. 

Mr. Ross Davis from the General Counsel’s Office. 

Mr. Hanna you met. 

Mr. Montgomery in back. 

Mr. Wendell Metcalf—who is here in the absence of Dr. White— 
who is in the Management and Research Division. 

Senator Proxmie. Thank you very much for this visual presenta- 
tion, too. It is very helpful. I am sure we can have this printed in 
the record in such way that it will be available to all Senators on the 
floor and they can very quickly grasp the situation, more quickly cer- 
tainly than if they had to doa great deal of reading. 

Mr. Barnes. Yes, sir. 
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Senator Proxmire. For that reason we have had all the charts which 
have been discussed put into the record. (See p. 82.) 
Is there any other material you think should a put in the record? 
Mr. Barnes. No; I think that is all, sir. 
Senator Proxmire. Thank you very much. 
(An article entitled “More Reason in Small Business Financing” 
was received and ordered inserted in the appendix to the record. See 
. 680.) 
’ Senator Proxmire. I declare the subcommittee in recess until 10 
a.m., Monday morning, June 29. 
(Whereupon, at 4:45 p.m., the subcommittee was recessed, to be re- 
convened at 10 a.m., Monday, June 29, 1959.) 
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MONDAY, JUNE 29, 1959 


U.S. Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BuSINESS, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator William Proxmire (chair- 
man of the subcommittee) presiding. 

Present : Senators Proxmire and Muskie. 

Senator Proxmire. The hearing will come to order. 

This is the second hearing on the various small business acts per- 
taining to the Small Business Administration. This morning we are 
particularly concerned with the Small Business Investment Company 
Act. 

I am going to suggest a somewhat different procedure this morning. 
I have always been impressed as a member of the committee with the 
fact that those witnesses who are on later are usually given a much 
shorter period than those who come early. I would like to ask wit- 
nesses to stay within half an hour since there are going to be four 
groups, at least, appearing this morning, the first being Mr. Mills B. 
Lane, Jr., accompanied by Donald Rogers—I presume Mr. Lane is 
here. 

Mr. Lane. Yes, sir. 

Senator Proxmire. And then Mr. Hugh Fraser. 

Mr. Fraser. Yes, sir. 

Senator Proxmire. And later Mr. Stephen A. Calder accompanied 
by Mr .Charles Noone and finally Mr. Bernard Koteen. 

Mr. Koreen. Yes. 

Senator Proxmire. In other words, if we can do it, I would like to 
try to keep the testimony of witnesses within half an hour so that 
each witness will have an equal opportunity to present his ideas and 
views and he will have an equal chance with each person appearing. 

Now if Mr. Mills B. Lane, Jr., will come to the table and Mr. Don- 
ald Rogers. 

Mr. Lanz. May Mr. Fraser come with us, too? 

Senator Proxmire. Very fine. Mr. Fraser, I understand we are 
going to hear from you a little later. 





STATEMENT OF MILLS B. LANE, JR., VICE PRESIDENT, AND DONALD 
L. ROGERS, EXECUTIVE DIRECTOR, ASSOCIATION OF REGISTERED 
BANK HOLDING COMPANIES 





“ 
Senator Proxmtre. I have had a chance to look at the statements 
that you have presented, and you can proceed any way you wish. 
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They are both fairly short. If you want to read this into the record 
you may do so, or it might be better to put them in the record and 
summarize them and then we can ask questions. 

Mr. Lane. Since you have the statement, I think it would be better 
not to read it. 

Senator Proxmire. Without objection, your statement will be 
printed verbatim in the record at the conclusion of your oral presenta- 
tion. 

Mr. Lane. Fine. 

I will say in summary, Mr. Rogers and I are representing the Asso- 
ciation of Registered Bank Holding Companies, and we are support- 
ing, as an association, all of the proposed amendments. I think that 
summarizes what we want to do. 

Senator Proxmire. All right, now, let me just say in the first place 
that I am glad Mr. Fraser is here. I understand, Mr. Fraser, you are 
president of the Citizens & Southern Small Business Investment Co. 
of Atlanta and have had experience in this line, too. We will get to 
you later. But let me confine my questions to begin with to the bank 
holding company problem. Mr. Lane, you say that bank holding com- 
panies make up the membership of the association, and banks affiliated 
with them, as a matter of fact, were responsible for the first two licenses 
issued by the Small Business Administration ? 

Mr. Lane. Correct. 

Senator Proxmire. Are there any other licenses that have been is- 
sued to bank holding companies of the 14 or 15 that have been issued? 

Mr. Lane. I think the first two are the only ones. 

Senator Proxmie. The problem seems to be posed pretty well where 
you say— 
the Federal Reserve Board has ruled that banks affiliated with bank holding 
companies cannot purchase stock in small business investment companies to the 
same extent as other banks. 

Mr. Lane. Right. 

Senator Proxmire. At least that is one of the principal problems. 
We meet several, but this is one that struck my eye as being the most 
cogent. 

Mr. Lane. That is right. 

Senator Proxmire. The reason for that is the Bank Holding Con- 
pany Act of 1956 makes it unlawful for a bank— 
to invest any of its funds in the capital stock, bonds, debentures, or other obliga- 
tions of a bank holding company of which it is a subsidiary, or of any other sub 
sidiary of such bank holding company. 

Mr. Lane. Right. 

Senator Proxmire. All right, the result, then, is that a bank holding 
company is prohibited from purchasing the stock of a small business 
investment company that is its subsidiary. 

Mr. Lane. Right. 

Senator Proxmire. And you feel that the amendment contained in 
section 5 of this bill that is before us, S. 2139, takes care of that satis- 
factorily. You would add nothing to that? That meets your objec- 
tion completely as far as that point is concerned ? 

Mr. Lane. All that it will do will be to allow banks affiliated with a 
holding company to do what a bank that is not affiliated with a holding 
company could do. It puts them on equal status with them, that is all. 
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Senator Proxmire. This did not prevent the Citizens & Southern 
Holding Co. from going ahead and forming a small business invest- 
ment company ? 

Mr. Lane. It prevented the holding company from doing it. It did 
not prevent Citizens & Southern National Bank. 

Senator Proxmire. If the law had been worded the way you prefer 
to have it, there would be two companies, a holding company and a 
small business investment company ? 

Mr. Lane. No, sir; it would have been one. 

Senator Proxmire. Would it have been a larger company ? 

Mr. Lane. Yes; it would have had approximately $100,000 more 
capital. 

Senator Proxmire. How much capital does it have now ? 

Mr. Lane. Four hundred thousand. It would have added 25 per- 
cent more to it. 

Senator Proxmire. You feel this is not a typical development. 
This kind of situation would be fairly typical of the type of situation 
that we would have with a bank holding company or a bank that 
wants to make loans to small business ? 

Mr. Lane. If the Georgia Bankers Association had organized a 
small business investment company, one of our affiliated banks would 
have been able to subscribe 1 percent of capital and surplus to such a 
small business investment company. Because of the Banking Holding 
Company Act of 1956, they cannot buy in a similar small business 
investment company that we started. 

Senator Proxmire. I am going to read a statement that is fairly 
long, it is about one page, and ask you some questions pertaining to it. 

One of the basic principles of the Bank Holding Company Act 
is to keep bank holding companies out of nonbanking businesses. 
This is done both by divestment of old nonbanking interests and by 
prohibition of new nonbanking interests. 

The Federal Reserve Board has interpreted the Bank Holding 
Company Act as permitting bank holding companies to invest in 
SBIC’s, on the ground that a holding company may invest in shares 
that a bank can invest in, and since a bank can invest in SBIC’s, a 
bank holding company can also do so. But like banks, the bank hold- 
ing companies are limited to investments aggregating 1 percent of 
their capital and surplus. 

Since SBIC’s are fundamentally financing organizations rather 
than holding companies and in this respect resemble banks, I do not 
think this violates the divestment principle of the Bank Holding 
Company Act, particularly when the exception is limited to 1 percent 
of the bank holding company’s capital and surplus. But I think we 
must keep this divestment principle in mind in the whole matter of 
bank holding companies and SBIC’s. 

For example, the Federal Reserve Board has interpreted the Bank 
Holding Company Act and the Small Business Investment Act as 
permitting an SBIC owned by a bank holding company to acquire 
stock of a small business in which it has invested through convertible 
debentures (March 1959, Federal Reserve Bulletin at p. 258). This 
was considered to be a part of the exception to the prohibition against 
direct or indirect acquisition or control of nonbanking companies 
which covered the original investment in the SBIC. 
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This provision is in theory subject to abuse. A bank holding 
company might acquire control of nonbanking businesses, or might 
organize and. operate nonbanking businesses, through use of an SBIC, 
and might thereby circumvent “the divestment principle. 

This problem w ‘ill be intensified if the act is amended to permit 
SBIC’s to invest directly and immediately in the capital stock of a 
small-business conc ern, as proposed in section 6 of S. 2139. 

I think the divestment principle of the Bank Holding Company 
Act can only be lived up to under these conditions, if it is entirely 
clear that SBIC’s must confine their activities to financing independ- 
ent small businesses, and must not be used as a device by which a 
bank holding company can organize and operate small businesses. 

Do you agree with this ¢ 

Mr. Lane. Yes; Lagree entirely with that. The only thing we have 
ever said as far as holding company banks were concerned is that they 
have the same privileges in an SBI corporation that any bank has. 
We are trying to say that there should be no distinction between a 
holding company affiliate and a regular bank. 

Senator Proxmire. And you think that it would also follow that a 
bank should not operate a small business, it should simply invest in it? 

Mr. Lane. Sia our plan of operation it would be inconceivable 
that if we could ever own the control of any business. 

Senator Proxmire. It seems to me that in your statement at one 
point you recommend more flexibility be permitted so you can buy 
common stock also. 

Mr. Lane. In our case, under our entire philosophy of operation, 
we are never going to go further than actually match dollars with the 
small-business investment company, so we can never be in a controlling 
position. 

Senator Proxmire. I see. In order to develop this point further, I 
would like to explore the policies you intend to follow. Mr. Fraser, 
you can answer some of these, too, if you would like to do so. 

You have just told me, Mr. Lane, that you expected to do this on a 
matching basis. 

Mr. Lane. As our set policy those were the conditions. 

Senator Proxmire. You say, “as our set policy.” 

Mr. Lane. As our set policy. Of course, you never know, when you 
invest in a company, either, as creditor or part owner, what ‘the future 
is. It could get in trouble and you would have to put it in bed, but 
at that stage of the game it would be a different situation. 

Senator Proxmire. This would be the exception ? 

Mr. Lane. Absolutely. 

Senator Proxmire. Of course, you contemplate a number of invest- 
ments, so there would be perhaps a few where you would have to step 
in and reorganize ? 

Mr. Lanz. Yes; but I do not anticipate that. You must remember 
that our entire purpose is to have a revolving pool to get a business 
on its feet. We don’t want to continue to be tied up. After all, with 
$400,000, the only way we are going to let that capital have leverage 
is to use it as many times as we can. We want to get the company 
started on its feet, get our money back out, and have it available to 
do another job. 
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Mr. Fraser. I may add that we expect to put in our convertible 
debentures a side agreement that we will sell back to the management 
of the company at any time they are able to buy at a fair market value. 
In other words, we ride up to a point with them, and that is where we 
expect to make our earnings. We are perfectly willing to turn them 
loose when they are able and start back in another one. It isn’t a 
question of a permanent investment in any of these companies that we 
are looking for. 

Senator Proxmire. This raises a point for which I am going to 
depart for a minute from these prepared questions. I think that is 
most fundamental in this whole situation and that is why we have 
not been able to get a larger number of licensed small-business in- 
vestment companies. Perhaps you gentlemen, since you have en- 
tered into it, can answer this question. In connection with this, let 
us say, $400,000 limit, it might be almost as good to have one com- 
pany twice as big as to have two companies half as big in small-busi- 
ness investment company. 

Mr. Lane. I think I can comment on both of those for you. In 
the first place, the SBIC Act was a brandnew departure and we 
were one of the few who were willing to say, “Look, this is a prac- 
tical research project that we want to engage in.” The natural 
thing for any banking group, then, is to let somebody blaze the 
trail, see what is going to happen, and find out the problems that 
exist. I can point out to you this morning what we have just 
learned in the last 2 weeks as a result of interviews we have had 
with prospective companies that want and seek our capital. Dis- 
tinction No. 1 is that a bank has traditionally been only a lender 
of money. The relationship with the customer is one of borrower 
and creditor. So when a customer comes in, you say, “It isn’t credit 
that you need but equity capital.” You have got to develop an en- 
tirely different relationship. If a company has been a bank bor- 
rower, but really needs capital because it is growing, it is difficult 
for the borrower to make the mental readjustment that the insti- 
tution that was going to lend me money now says, “I want to be 
a stockholder because you need equity capital.” So you get to that 
fine point of understanding. When does a company need liberal 
credit and may it have liberal credit, and when should it have capital 
that it need not pay back in a hurry? So we face that problem 
night at the outset. We have always faced this problem. 

Senator Proxmire. Let me just ask at that point, is it not true 
that most people who need equity capital, or at least many of them 
who recognize the need, if they have the institution available will 
ask for it. In my own very limited experience as a businessman— 
we have borrowed money from a bank, and so forth—we recognized 
ourselves that we needed equity capital and wanted it; but it was 
impossible to get it. 

Mr. Lang. I think that is true, yes, sir. 

Senator Proxmire. So that a bank can play a very constructive 
part in persuading a small business to acquire long-term capital, 
equity capital preferably. A lot of this 1s going to come from 
the small business itself. Is that true, or not? 

Mr. Lane. I would say that is true. Of course, a person would 
rather have debt than equity capital, for two reasons. First of 
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all, he does not doubt his ownership, and, second, the tax conse- 
quences of interest on debt as opposed to dividend makes it apparent 
that the more leverage you can get with debt the more profitable 
it is for you. 

Senator Proxmire. Especially if it is a growing, efficient firm that 
is moving ahead. 

Mr. Lane. That is right. Also I would like to add this one point 
that I was going to make. When you come to investing your dollars 
to match another man’s dollar, the balance sheet never gives proper 
weight to the actual value of his “sweat equity” or goodwill, if you 
want to call it that. The man has developed a product. We, in 
the investment we have just about completed, have had to give weight 
to his “sweat equity” of 20 percent. So where he has a dollar, we 
are buying our stock at 80 cents on the dollar to be absolutely fair 
with the owner of the industry. 

Senator Proxmire. Do you expect to finance and supply capital 
for new companies as distinguished from existing companies? From 
what you say it sounds as if only existing companies will come in. A 
large part of them, on their own initiative or on a bank’s initiative, 
should have marginal capital. How about the new companies? 

Mr. Lane. The new companies, I would say, would qualify just as 
well. In that case we are not talking about a new businessman who 
has never been in business. We are talking about a man who has run 
one business successfully and wants to start another business. The 
specific case I am talking about is a man who has been a successful 
contractor and has just organized in a small Georgia community a 
plant for making cabinets that are going to be used in the general 
Soaniens business. He is going to organize in that community a brand- 
new company. It is going to add a new industry that is going to 
have forward prospects, and its need for capital is going to grow. 
Here is an ideal example of a person who has been in one business 
who needs capital to go into another one. 

Senator Proxmire. That is your answer to the second part of this 
question, to make sure it is someone else’s business you are financing 
and not a case of your finding a manager for the new business? 

Mr. Lane. Right. 

Senator Proxmire. Do you expect to have any part in the manage- 
ment of the small business you finance ? 

Mr. Lane. Yes; we expect in every case to ask the company to make 
an officer of our bank a director of the company. That is done for 
two reasons. The first is that we want bank officers to be actually 
a participant in the management of a,business so that he may become 
more knowledgeable and a better bank lending officer. It is a process 
of education and a practical application of on-the-job training. 

The second is that by being close to the company’s affairs a com- 
petent bank officer can contribute to the successful management of 
the company in representing our investment. 

Senator Proxmire. What arrangements would you hope to make 
for disposing of your investment in the small businesses you finance! 
You just told me that this is a prime purpose. That you have no 
interest in staying in these companies. You want to turn that $400, 
000 over and do the most work with it you can possibly do. 
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Mr. Lane. Our first interest is in the man buying the stock back 
himself, reacquiring it. The second, if he wants his friends to re- 
acquire it. We would not sell our investment in the open market to 
any Tom, Dick, or Harry without the approval or knowledge or 
cooperation of the individual that owned the business. 

Senator Proxmire. When you went in you would go in with a plan 
for having the firm buy back the money that you put in? 

Mr. Lane. Well, of course, we haven’t quite gotten that far yet, 
but our contemplation is that insofar as possible we will outline the 
terms of repurchase at different points and the price that would be 
paid for it. 

Senator Proxmire. Do you expect to hold onto an investment in a 
small business for 1 year, 5 years, 10 years, or indefinitely ? 

Mr. Lane. No longer than it is necessary for him to replace our 
capital. Wouldn’t you say that, Mr. Fraser. 

Mr. Fraser. That is what we expect to do. We expect to have an 
agreement for repurchase as soon as he can raise the money. He may 
be able to borrow, or the company may buy it back in treasury stock 
and retire it. We will spell that out in the original agreement. So 
we won't be dickering at the last minute as to how much you pay for 
the stock. It will be on a formula basis. 

Mr. Lane. I would like to supplement what Hugh Fraser said and 
point out an interesting byproduct. We have committed $50,000 to 
a company in the paper business. The fact that the company had a 
commitment from an SBIC to provide the $50,000 made it possible for 
it to go get the money somewhere else. 

Senator Proxmire. I realize experience is very limited in this. 
What is your expectation? I realize that averages may not be very 
helpful, but would you expect in most cases to be able to get in and 
out in a matter of 5 to 10 years; or longer than that ? 

Mr. Lane. My hope would be to be out in 3 years, if possible or 5 
years. Faster than that if it could be done. 

Senator Proxmire. Good. If you should have to take over a small 
business you had financed in order to protect your investment, would 
you try to dispose of it as soon as consistent with your financial 
interests ? 

Mr. Lane. Yes; I think we would. Of course, there you have one 
of the advantages of a banking group managing one of these invest- 
ment companies. A bank does business with so many different cus- 
tomers that it is possible to get a sick patient and a well patient to- 
gether because of the contacts that a bank has that others don’t have. 
We have at least 10 or 12 customers in each line of business. 

Senator Proxmire. I have here a letter from the Federal Reserve 
Board from Governor Martin. This is a letter dated June 25, 1959, 
and the last paragraph is very short. I will read it. 


The Board does not object to the proposed amendment. 
This is the one we are talking about. 


Reconsideration of this matter might be called for in the future, however, if 
the authority conferred by the proposed amendment should be utilized by bank 
holding companies to acquire interests in nonbanking enterprises in a manner 
contrary to the purpposes of the Holding Company Act. 


This letter has already gone into the record. 
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Senator Proxmire. I would just like to ask a few more questions, 
As I implied in the question I asked a little earlier, a principal con- 
cern of the Congress and, I am sure, of the authors of the act— 
Senator Johnson has spoken to me about this and some of the others 
have spoken with great feeling on it—is that the program has not 
moved as fast as they had hoped it would move. You answered that 
in part by pointing out this is a trail-blazing program, it takes time, 
That, after all, people in a financial community like to be careful and 
responsible with their money and like to see how these things are 
going to work out before they get into it themselves. 

Recognizing that, I would like to ask you if you can give us further 
reasons why there have not been more SBIC’s formed in your area. 

Mr. Lane. I think it hinges first on what benefits people expected 
in the incorporation of an SBIC. In our case it is pro bono publico, 
which I think is a bank responsibility. There are many, many people 
undoubtedly 

Senator Proxmire. May I say at this point we are going to have 
Mr. Calder a little later. He is vice president of the National Associa- 
tion of Small Business Investment Companies. But in your job would 
this be generally, perhaps, the leading incentive for these pro bono 
publico activities? 

Mr. Lane. Yes, sir. I feel very sure it is, but I think that all of 
us in the banking business who have done it, have done so with this 
concept of pro bono publico. Of course, if it is going to be successful, 
it has got to be profitable. We are not dealing here with charity. We 
are dealing with an opportunity that this act has given us to invest 
in small business that we have never had before. If we are going to 
be successful, the businesses that we invest in have got to be successful 
and our investments have got to return a profit. 

Senator Proxmire. A solid, practical reason seems to be that bank 
customers are needing equity capital. It is perfectly obvious that a 
bank is going to have a better customer, a more responsible customer, 
who is going to be able to pay off his loans, and so forth, if he has 
more equity capital. 

I am wondering whether one of the reasons why this has not moved 
faster is that the banks have this clear incentive, as well as pro bono 
publico, which, of course, will not add any profit. We contemplated 
having other people get into the SBIC with a feeling that maybe they 
could get a pretty good return out of it. Do you recognize that pro 
bono publico is fine? A bank can do it very well, but perhaps a group 
of investors would like to make some money, too. People do not seem 
to have gotten into it as extensively. 

Mr. Lane. I think you are going to see that. On the other hand, 
with market conditions the way they are today, I think a person would 
think he would get a better ride in the New York stock market than 
to start an SBIC. Relatively it does not have the sex appeal for the 
investor that shares on the big exchange has right now. 

Senator Proxmire. That is the big problem. That is what we are 
trying to overcome. That is why the big corporation has an enormous 
advantage in acquiring capital, and that is the reason we have to 
provide these extraordinary incentives to try to get more capital into 
the small business economy. 
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Mr. Lange. You made a statement a while ago that intrigued me, and 
that was: 


Would you rather have one SBIC corporation that had a substantial amount 
of capital, or a lot of small ones with limited capital? 

I would be more interested in seeing that the company we have 
started be successful and, with a solid background of success, be able 
to attract enough capital to give us a spread of risk in the investment 
in small business rather than to see a multitude of small, undercap- 
italized companies come in that don’t have that spread of risk or 
cannot support the manpower of qu: ulity that it takes to run one. 

Our vision here was to put in the seed capital, run it for a year and 
have major corporations that have a feeling for small business, put 
in substantial amounts with us. Then, see our operation become suc- 
cessful and attract an investor of modest means to add to our pile. 
We hoped, as we outlined it in the beginning, that we were going to 
put in the first half million and by the end of the year we were going 
to ask industry to put in a half million. After we had used that 
capital and credit from life insurance companies and others, we 
wanted to expand and see a market created for our shares that would 
attract a terrific pool of equity capital. We wouldn’t hesitate, if it 
were successful, to open our SBIC to every bank in the State of 
Georgia. 

However, we think until we prove that the company can do what 
we know it will do if we run it right, that the time hasn’t come. So 
I wouldn’t be too worried myself about the failure to have a large 
number of companies start out right now. It is better to see one started 
right and run right as a pattern for others than to have something 
that will require you to call a committee hearing here 3 or 4 years 
from now and say, “What is wrong with all these?” That is our 
attitude. 

Senator Proxmire. We are a little concerned, too, as to why we 
have no particularly very substantial small business investment. 
Would your company be able to handle all the potential in your 
area ¢ 

Mr. Lang. With present capital; no, sir. 

Senator Proxmire. I could have answered that question. 

Do you know of any groups that want to form SBIC’s in your area 
and decided not to proceed cause of regulations and policies of the 
SBA? 

Mr. Fraser. I have had several people, while Mr. Lane was in 
Europe, come in from our area and ask about what we were doing. We 
have offered to help in any way we could. We are not trying ‘to stop 
any group that would like to do it. 

On the other hand, I think it has got to be some well-established 
oe that go in and form one of these companies. We are in the 
ortunate position of not having anybody on the payroll of our SBIC 
company now. All of the people that are operating the company are 
bank officers who are serving as officers without remuneration of the 
small business investment company. We asa bank can do that, where 
a group of people that organize one don’t have the same facilities 
to call on. 

I think we are also in it because we know that we can build up good 
customers for our bank. So we have got collateral benefits that some 
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of the others don’t have. They are also afraid of some of the matters 
involved in these companies such as the personal holding company 
tax situation, which I comment on in my statement. I realize this 
committee is not a tax committee, but I added that statement as infor- 
mation you may want as part of this hearing. 

Our company would like to see enough of them established to do the 
work, but as Mr. Lane says, I think you have got to have strong com- 
panies do it. You cannot just have a limited $150,000 capital matched 
by some money that the Government can lend. under this program, be- 
cause I don’t think that is going to do the job. 

Senator Proxmire. Mr. Fraser, in your statement you complain 
about SEC regulations as being one of the discouraging factors. Do 
you know specifically of any groups that have wanted to form SBIC’s 
in your area who decided not to proceed because of the regulations 
and policies of SBA ¢ 

Mr. Fraser. Not of the SBA, but coming under the SEC regulations. 

Senator Proxmire. Not of the SBA, but of the SEC? 

Mr. Fraser. The SEC has discouraged a number of banks and 
others where they would have to come under SEC registration. I 
don’t say that it isn’t all right for a group that is not a regulated group 
to have to submit to SEC. But in a banking group the bank itself is 
regulated, and the SBI company is regulated, and I don’t think that 
the SEC has any real reason for being in there. The SEC has been 
very cooperative, and they cut down the things that we had to do to 
register, but we are worried about the future and the paperwork that 
will have to be done as an SEC registrant. 

Senator Proxmire. I would like to ask both of you gentlemen, has 
there been any lessening of interest in the SBIC’s in your area since 
regulations have been issued by SBA ? 

Mr. Lane. I think not. 

Senator Proxmire. The reason I ask that is because there was fan- 
tastic curiosity and interest and enthusiasm about this when the bill 
was first passed. Last December there was an enormously successful 
meeting in New York. In January there were, as I understand, 8,000 
inquiries about this. Kiplinger sent out some inquiries and had an 
enormous return. Yet we have had this relatively small response 
in terms of licensing and even in terms of people who are getting in 
line to be licensed. 

Mr. Lane. I would say if we blaze the good trail that we think we 
are, there is going to be a lot of people walking over it. 

Senator Proxmire. I am going to ask Senator Muskie to take over 
for a few minutes while I step out. 

Senator Muskie. I am sorry that I came so late this morning that 
I have not had the advantage of the discussion prior to my entry into 
the room. So I may very well ask some questions that have already 
been covered. If they have, why, tell me so, and I will read the record 
to get my information. 

{r. Lane. All right, sir. 

Senator Muskie. I am particularly interested, coming from the 
State that I do and the area that I do, and because of the present 
economic financial climate in the country, to know whether or not 
climate in conducive to the growth of the kind of a program that is 
covered by the SBIC ? 
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Mr. Lane. I would say it very definitely is, wouldn’t you, Mr. 
Fraser ¢ 

Mr. Fraser. Yes. 

Mr. Lane. And will get more so. 

Senator Muskie. You think the tight-money market is a favorable 
climate for the growth of this kind of a program # 

Mr. Lane. Yes, [think so. 

Senator Muskie. What is your impression of the impact of the 
present enthusiasm for investment in the stock market? It seems to 
me people with capital are more inclined to go to the stock market 
than into a program of this kind. 

Mr. Lane. That is a fact. This is one reason why I think that 
you are blessed, in that here at the outset those who are starting these 
corporations, like banks, are doing so with a dedicated purpose, to do 
a job for the small businessman and to help them to make a profit, 
rather than to reap a killing themselves. 

Senator Muskie. You think the banks are doing this despite the 
attraction to other kinds of investment ? 

Mr. Lane. Yes, sir; and, of course, the bank cannot invest in the 
stock market. 

Senator Musxte. I agree with that, but still there is a demand for 
capital in the kind of investment that might otherwise be considered 
more attractive than this one ? 

Mr. Lane. Yes. I think that it is a blessing for the small business- 
man that there are banks that are willing to do this and provide capital. 

Senator Muskie. Frankly, I would feel more assurance if the banks 
felt that from a hardheaded banking point of view this was a sound 
thing for them to do, rather than acting from a philanthropic atti- 
tude, which I am delighted to see. 

Mr. Fraser. I don’t think we expect to be in here to lose the capital 
that we have put in it. On the other hand we have come to the con- 
clusion we have got to go out and seek these loans. The ones that 
have come to us voluntarily are the people that have come in with 
a new idea and no experience in the line. We have inventors, we 
have had people come in with promotional schemes and that kind of 
thing. I don’t think that is what the act was set up for. It was 
set up to help the experienced small businessman make a success. 
As Mr. Lane said a few moments ago, we are even now going into a 
company that has just been organized, but we know the background 
of the man. He has got character and capacity, and we are willing 
to go into that, because we think that we can help him make a success 
of his business. On the other hand, borrowers haven’t beaten a path 
toour door. We have still got, with our limited capital of $400,000, 
some money that is not even earmarked yet. So in spite of the need, 
it takes time to get people together to realize what this thing is. 

Senator Musxir. Do I understand you to say that this is primarily 
a form of assistance for existing business rather than a stimulus to 
the growth of new business ? a 

Mr. Fraser. No, we will take the new business where the individual 
that is going to operate it has had experience and has a good repu- 
tation. We wouldn’t go into a business with people that have had 
no experience because we don’t think that this 1s the vehicle for just 
43183—59——10 
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taking a chance on a man that knows nothing about the business he is 
going into. 

Senator Muskie. When I walked into the room you were discussing 
the fact that initially when this legislation was enacted there was a 
tremendous amount of enthusiasm for it. I think I can attest to 
this, too. The results would appear to suggest a lessening of enthu- 
siasm. If this is so, is it in part due to the fact that there is a lack 
of know-how on the part of the business community throughout the 
country as to just how to take advantage of this legislation ? 

Mr. Fraser. I attended the New York meeting that Senator Prox- 
mire was speaking of where Senator Sparkman spoke. I think that 
of that group of close to 500 people, you had a big majority of them 
who were promoters who expected to organize something that they 
could make a lot of money out of in a short period of time. I think 
after hearing the outline of what the act was to accomplish and 
hearing Senator Sparkman on his presentation, then Mr. Barnes on 
the regulations that they were proposing, that the group lost interest 
right fast. It just isn’t a handout. 

Then there were others who for some reason or other, such as regis- 
tration under the SEC and the Personal Holding Company Act be- 
came discouraged. You have got to build equity in the small business 
investment company to expand it. If the companies are taxed under 
the Personal Holding Company Act on interest and dividends received, 
then you can’t plow that income back in without being penalized. I 
think that was a big deterrent. 

The fact that some of them thought they could borrow money very 
cheaply from the Government and then use that as leverage on earn- 
ings was another deterrent. We have never taken the position that we 
thought we could make money out of interest. We thought we could 
break even, on the interest differential. We expect to lend at 6 and 
money is worth 5 or 6 anyway, so you have got practically nothing 
there. You wouldn’t have it if the interest rate was down to 4, because 
it is just not enough spread. We expect to make our money out of 
progressing with these businesses in our equity investment and then 
selling it for a profit. 

Senator Musxir. Would this kind of assistance be more expensive to 
the small businessman than traditional sources of capital; or less 
expensive ? 

Mr. Fraser. I think it would be less expensive. I think today the 
small businessman that goes out and sells stock in his company is 
going to have too high an ) underwr iting charge to pay. We have sug- 
gested that the law be amended to include the purchase of stock at the 
beginning. The experience we have had tells us if you go in and say, 
“Ww e will buy so much stock instead of the convertible debenture,’ ’ the 
owner of the business says this to you: “Well, you want an equal share 
on the balance sheet.” Mr. Lane said that we have felt now we have 
got to discount that, because the owner has got something extra in the 
business. If we get a convertible debenture and things don’t go right, 
we are head of the equity capital. If they go well, we step in and take 
the position. That is ordinarily done in business. But there may be 
some instances where you might be able to purchase stock at the 
beginning, say that you won’t sell it until the owner is ready to buy 
back, and you grow with the business. 
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I think if you could amend the bill so that a small business invest- 
ment company could purchase convertible preferred or allow the pur- 
chase of capital stock at the beginning, it would be very helpful. Each 
individual transaction has got to be tailormade, and this amendment 
would enable a small business investment company to work better with 
the small business company. 

Senator Proxmire. It occurs to me, because of the need to get as 
much long-term capital into the small business investment companies 
as possible, that we might even think again about this 1 percent. There 
is no magic in 1 percent. It could be 144, it could be 2. The purpose 
of it, of course, is very understandable and very proper, that is, to safe- 
guard the bank against risky investments. Iam just wondering how 
you gentlemen would feel about the prospect or possibility of increas- 
ing it up to 2 percent; as I understand it, instead of having $400,000 
capital there would be $800,000 capital. 

Mr. Lang. Don’t you think possibly it would vary by bank? 

Senator Proxmire. They would not have to use it. It could be 
available. 

Mr. Lane. For an adequately capitalized bank, that would not be a 
drain. If a bank is undercapitalized, 1 percent might be too much. 


Senator Proxmire. It would be hard to meet that problem by statute, 
then, would it not ? 


Mr. Lane. It certainly would. 

Senator Proxmire. Perhaps the 1 percent might be wise, at least 
for the time being, until we have more experience. 

Mr. Lane. I think so. 

Mr. Fraser. I think you might permit it up to 2 percent, but the 
supervisory authorities, that is the Comptroller of the Currency, the 
Federal Reserve Board, the FDIC, would have authority to say 
whether you could go beyond the one to the two. I don’t know 
whether that would be practical, but it would leave the decision up to 
the supervisors. 

Senator Proxmire. We could make the law read that 1 percent would 
be the limit, except 2 percent if approved by the proper supervisory 
authorities. 

Mr. Lane. Right. Ithink that would be real good. 

Mr. Fraser. In our own instance, our bank is considered a bank 
holding company, and the company is a holding company. We can 
only put 1 percent in, even though the bank does not own the holding 
company. The stockholders of the bank own the holding company, 
so we have got different dollars invested in each one of them. Yet we 
are limited to the 1 percent of the bank’s capital, although here are some 
other dollars over here that we cannot even invest at all under the 
Board’s ruling. Our attorneys feel that they could have ruled that 
way or they could have ruled the other. But that is the position we 
arein. Weare limited to 1 percent of these dollars over here and cannot 
use these at all. 

Senator Muskie. I was not here last year. Senator Proxmire was. 
But why was this provision written into the law? There was some 
suggestion in one of the statements that this was an inadvertence. 

Mr. Lane. It was not written into the SBI Act when that act was 
passed. The writers of the SBI Act did not consider the Bank Holding 
Company Act, and an interpretation of the Bank Holding Company 
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Act by the Federal Reserve Board resulted in their issuing a ruling 
that affiliate subsidiaries of the holding company could not invest 
their 1 percent. 

Senator Muskie. So this is an inadvertence ? 

Mr. Lane. Yes, sir; I think pure oversight. 

Senator Proxmire. Is there any objection you know of to this part 
of the amendment ¢ 

Mr. Lane. The only objection was the letter you read from the Fed- 
eral Reserve Board, which was put in the record. 

Senator Proxmire. That was qualified. They would go along 
with it, but there were those certain aspects they did not like. 

Mr. Lane. That is right. 

Senator ProxMIRe. T hat is the only one you know of. 

I have a few very short technical questions. We will proceed by the 
format I set forth—by which you gentlemen have been abiding. We 
started at 10 past 10, we have two witnesses before us, so with a half 
hour each, that is an hour. We have not permitted Mr. Fraser to de- 
liver his statement, and I might ask whether he would like to sum- 
marize it or just have it put in the record. 


STATEMENT OF HUGH W. FRASER, JR., PRESIDENT, THE CITIZENS 
AND SOUTHERN SMALL BUSINESS INVESTMENT CO., ATLANTA, 
GA. 


Mr. Fraser. I think if you will just put it in the record, and this 
conversation, I think, covered most of it. If there are some questions 


that you would like to ask on any part of it, I would be glad to comment 
on it. 


Senator Proxmire. All right, then, without objection, Mr. Fraser, 
your statement will be ro in . the record following Mr. Lane’s. 


Senator Proxmrre. I would like to ask you, “and Mr. Lane if he 
would like to comment, just a few questions. Is there any way SBIC’s 
can assist unincorporated businesses ¢ 

Mr. Fraser. We haven’t found it, because we have suggested—— 

Senator Proxmire. Most customers of small banks, at least, are 
unincorporated businesses ? 

Mr. Fraser. That is right. We have asked two of them that we are 
working on now to incorporate, which they are doing. 

Senator Proxmire. That seemed the solution of the SBA, that the 
corporate form was not too difficult for a business if it were growing; 
that it ought to incorporate. On the other hand, I think there may 
be very good, legitimate reasons why a person may prefer to keep 8 
partnership or even an individual proprietorship. 

Mr. Fraser. If it were a question of a loan, just pure interest, you 
could do it, and we do help him. We have had since 1946 a short-term 
small business loan department in our bank, and we handled thousands 
of loans. We do it for partnerships and proprietorships as well as 
corporations. But under the SBI Ket I don’t think we could do any- 
thing for the partnership or proprietorship now. 

Senator Proxmire. Have you actually made any investments ? 

Mr. Fraser. No; but we have several that are just about ready to 
close now. 

Senator Proxmire. You have a number of applications? 
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Mr. Fraser. We have only about seven that might work out. We 
have had about 50 applications, most of them, were from people that 
were looking around for the impossible, as far as we could determine. 

Senator Proxmire. So that most of the applications just are not 
practical ? 

Mr. Fraser. Aren’t practical. 

Senator Proxmire. So this question we asked earlier about whether 
or not the equity needs in your area are being met, or in the area where 
you operate are likely to be met, is a terribly difficult question to 
answer. It isa matter of who sees what the equity needs are; is that 
right ? 

Mr. Fraser. I think the equity needs are there more than have been 
shown and developed so far. We intend to go through our portfolio 
and our past term loans to small businesses, to recheck to see if there 
are people that need equity capital at this time that we might go back 
and talk to. 

Mr. Lang. I would supplement what Mr. Fraser has said that had 
we given the publicity or the advertising to the institution of our 
SBIC, we would have had the same flood of applications Mr. Wendell 
Barnes had when the act was passed. 

Senator Proxmire. There is a tremendous need for this ? 

Mr. Lane. That is right. With only $400,000 of limited capital we 
couldn’t go out and advertise and tell the world, “Come on in, we can 
take care of you right now.” So I wouldn’t discount the need for the 
fact that we haven’t been swamped with applications. We haven’t 
courted them yet. 

Senator Proxmrire. I just have two technical questions. 

When the Federal Reserve Board ruled that a bank holding company 
might invest in and hold the stock of an SBIC, on the ground a bank 
might do so and a bank holding company could invest in the same 
stock as a bank, the Board applied that 1 percent limitation to the 
holding company’s interest in SBIC’s. The question is, Do you think 
the same considerations necessarily apply to investments by banks and 
investments by bank holding companies in SBIC’s? 

Mr. Lang. We have answered that question, I think, throughout the 
whole discourse we have had here this morning, that the act should be 
amended to admit full participation by banks that are subsidiaries of 
holding companies. 

Senator Proxmire. I recognize that, but I am not so sure that is 
precisely responsive to whether you think the same consideration 
should apply to investments by banks and investments by bank hold- 
ing companies in SBIC’s. 

Mr. Lane. Yes, sir. 

Senator Proxmire. Do you feel the same way, Mr. Fraser? 

Mr. Fraser. I do; yes, sir. 

Senator Proxmire. That is, a 1 percent limitation on the bank? 

Mr. Fraser. A 1 percent limitation is all right. I think 2 percent 
with the discretion of the supervisory authority would be better. 

Senator Proxmire. All right. The Federal Reserve Board has also 
held that the amount invested in an SBIC by a holding company and 
all its subsidiaries must be counted in determining whether the hold- 
ing company’s 1 percent figure has been exceeded and that the holding 
company’s capital and surplus is a controlling limitation, even though 
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its bank subsidiary which is making the investment in the SBIC has a 
larger capital and surplus. 

Do you think this same interpretation would be made, if we should 
amend the act as proposed, so as to permit a bank subsidiary to invest 
in an SBIC up to 1 percent of its capital and surplus? 

Mr. Lane. I think that would take care of it, yes. 

Mr. Fraser. It would, except in our own setup where the bank is a 
holding company and the holding company is a holding company with 
entirely different money. 

Senator Proxmire. One other thing occurs to me, and that is the 
requirement that 2 percent of the money invested by the SBIC in 
the small business should be reinvested in the SBIC. It was recom- 
mended, I believe, by Mr. Lane that we eliminate that. 

Mr. Lane. Yes, sir. 

Senator Proxmire. What would you think of modifying that where 
there is Government capital to provide that something like this might 
be used to retire that Government capital as soon as possible? 

Mr. Lane. That would certainly be consistent with the illustra- 
tion we gave in here of the other Government agencies, the Farm 
Credit one where you bought back to replace the Government capital, 
and that would be consistent, I think, yes. 

Mr. Fraser. But this is a little different situation. I don’t think 
the act as passed was what the sponsors thought it was going to be 
when they wrote that provision in. I don’t think that there is any 
need for that in the act at all, as I see it. 

Mr. Lane. Mr. Rogers just reminded me that even with partici- 


pating or matching Government credit it is not in the form of equity 
capital. 


Senator Proxmire. Right. 

Mr. Rogers. Mr. Chairman, in other words, it is not the same situ- 
ation as FNMA or the farm credit program, where the Government 
has a capital investment and the stock purchase requirement is used 
to buy out the Government's interest. I think it is a little different 
situation here. 

Senator Proxmire. It is. I was just thinking in terms of the desir- 
ability of making the Government dollar go as far as possible, mini- 
mizing it as much as possible, keeping it as private as we can. Just 
one comment, before we leave this. The burden of the testimony so 
far seems to be to eliminate it. The administration has recommended 
that, and your testimony has indicated that would be desirable. We 
haven’t had anyone who has protested to my knowledge. It seems 
to me this might be one possible justification for obtaining more of 
it. Conceivably, perhaps, there are different ways by which it could 
increase the amount of capital in small business. 

Mr. Fraser. I think it increases the cost of doing business, and it 
is a deterrent, I think, on the part of the borrower and the small busi- 
ness investment Company. 

Mr. Lane. I doubt whether you would want to have two sets of 
rules to apply to two different style SBI corporations because the 
character could change. 

Senator Proxmire. That is true, and also you have the perfectly 
understandable feeling on the part of the SBIC that they want to 


own the business. They do not want other people coming in diluting 
their equity. 
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Mr. Lane. That is right. 


Senator Proxmire. Assuming there is a place for it, if the cham- 
ber of commerce set it up and wanted to pull in the new businesses 
as much as possible, would that be permissive rather than mandatory ? 

Mr. Lane. I think permissive. I think there would be no objec- 
tion to that whatsoever. You have got so little experience now that 
it could have a lot of salutary effects to it. After all, with our con- 
cept of operations, it is a question of partnership. We have got no 
objection to it, and I think permissive would be really good, don’t 
ou ¢ 

Mr. Fraser. Yes. 


Senator Proxmire. Thank you very much, gentlemen, for your 
helpful testimony. 


Mr. Lang. Thank you. 
(The prepared statements of Mr. Lane and Mr. Fraser follow:) 


STATEMENT OF MILLS B. LANE, JR., VICE PRESIDENT, ASSOCIATION OF REGISTERED 
BaNK HOLDING COMPANIES 


Mr. Chairman and members of the subcommittee, I am Mills B. Lane, Jr., 
president of the Citizens & Southern Holding Co. and the Citizens & Southern 
National Bank, both of Savannah, Ga. I am here today as vice president of 
the Association of Registered Bank Holding Companies. With me are Hugh 
W. Fraser, executive vice president of the Citizens & Southern Holding Co. and 
president of the Citizens & Southern Small Business Investment Co., and Donald 
L. Rogers, executive director of the association. 

This is the first time that a representative of the Association of Registered 
Bank Holding Companies has appeared before your subcommittee. This asso- 
ciation was organized last summer representing 20 companies registered with 
the Federal Reserve Board under the Bank Holding Company Act of 1956. To 
this statement is attached a list of officers and directors of this association. 

The bank holding companies that make up the membership of our associa- 
tion and the banks affiliated with them constitute a group of progressive and 
competent banks. The fact that the first two licenses issued under the Small 
Business Investment Act went to companies in which banks affiliated with 
holding companies played a leading role bears witness to this. The Citizens & 
Southern Small Business Investment Co. was one of the first of these two and 
is wholly owned by the Citizens & Southern National Bank. 

In the other company, the First Midwest Small Business Investment Co., the 
Northwestern National Bank of Minneapolis, an affiliate of Northwest Bancor- 
poration, is a principal stockholder. Two other members of our association, 
the First Bank Stock Corp. of Minneapolis and Wisconsin Bankshares Corp. of 
Milwaukee, have received preliminary approval to establish small business in- 
vestment companies. Several other holding companies are in the process of 
preparing proposals to be submitted to the Small Business Administration. 

It is interesting to note that all the companies in which holding companies 
are now participating, or propose to participate, are organized entirely with 
Private capital and no government financing is involved. At least three of 
these companies will be operating in areas in competition with each other. Mr. 
Hugh W. Fraser will present a supplemental statement describing the organ- 
ization of the Citizens & Southern Investment Co. 

The program inaugurated under the Small Business Act was without prece- 
dent or a background of experience from which to draw. Naturally, problems 
have been encountered which could not be foreseen when the legislation was 
drawn. The amendments proposed in S. 2139 present a first constructive ap- 
proach to some of these problems. They all have the full endorsement of our 
association. 

Section 3 of the bill would eliminate the obsolete reference to the Territories 
of “Alaska and Hawaii.” Section 4 would eliminate the present authority for 
small business investment companies to act as depositories and fiscal agents 
of the United States. The elimination of this authority is appropriate since it 


does not appear to serve any useful purpose. 
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Section 5, by amending section 302(b) of the Small Business Investment Act, 
would directly affect banks affiliated with bank holding companies. Section 
302(b) in the present law provides that shares of stock in small business invest- 
ment companies may be purchased by national banks, by other member banks 
of the Federal Reserve System, and by nonmember insured banks to the extent 
permitted under applicable State law. However, the Federal Reserve Board 
has ruled that banks affiliated with bank holding companies cannot purchase 
stock in small business investment companies to the same extent as other banks, 
We believe that this restriction resulted inadvertently and urge that it be removed 
as proposed in section 5 of S. 2139. 

The ruling by the Federal Reserve Board (see attached copy) is somewhat com- 
plicated and requires further explanation. Section 6(a)(1) of the Bank Hold- 
ing Company Act of 1956 makes it unlawful for a bank “to invest any of its funds 
in the capital stock, bonds, debentures, or other obligations of a bank holding 
company of which it is a subsidiary, or of any other subsidiary of such bank hold- 
ing company.” The Board ruled that on the basis of section 6(a)(1) a bank 
affiliated with a bank holding company is prohibited from purchasing the stock 
of a small business investment company that is a subsidiary of a bank holding 
company. Thus, a bank affiliated with a bank holding company could not invest 
in a small business investment company in which the holding company held as 
much as 25 percent of the stock. Nor could an affiliated bank and its holding 
company own together as much as 25 percent of the stock of a small business 
investment company. This restriction has prevented banks affiliated with hold- 
ing companies from participating fully in this new program and we do not 
believe it was so intended by the sponsors of the Small Business Investment Act. 

It is our understanding that the Federal Reserve Board has no objection to 
the amendment contained in section 5. 

In order to make this record complete, I am also submitting to you rulings 
made by the Board concerning the percentage limitation on the acquisition of 
stock in small business investment companies and the indirect control of small 
business concerns through the convertible debentures held by a small business 
investment company. Both of these rulings relate to the participation of bank 
holding companies and their affiliated banks in small business investment com- 
panies. 

Section 6 of S. 2139 contains two important amendments. First, small business 
investment companies would be given greater flexibility in providing equity 
capital to small business. As you know, the present law limits equity financing 
to the purchase of convertible debentures. The bill would amend the present 
law to eliminate the specific reference to convertible debentures and permit the 
purchase of convertible debentures as well as other types of securities as may be 
approved by the SBA Administrator. Thus, it would be possible for a small 
business investment company to purchase common or preferred stock and various 
types of debentures issued by a small business firm. This would enable an 
investment company to tailor its equity financing to the needs of each individual 
small business concern. This amendment should prove beneficial both to the 
small business investment companies and to the small business concerns seeking 
financial assistance. 

The other important amendment contained in section 6 of the bill is to eliminate 
the present requirement that a small business concern receiving equity capital 
must invest not less than 2 percent of the capital provided in the small business 
investment company. Our support of this amendment is based on the fact that 
the present requirement reduces the amount of capital available for the small 
business customer of the SBI corporation. We feel that the small degree of 
stockownership in the SBI corporation has the effect of increasing the cost of 
capital obtained and that the small share of ownership serves no useful purpose 
theoretically. 

A distinction should be made between this program and the stock purchase 
requirements of the Federal National Mortgage Association and other programs. 

If, as has been proposed in the past, the Federal Government held an equity 
investment in the small business investment company, then the mandatory stock 
purchase requirement would be helpful in buying out the Government's invest- 
ment. However, since the present law does not provide for equity financing of 
investment companies by the Federal Government, the stock purchase require 
ment serves no useful function. 

The members of our association have a burning desire to see the SBI Act 4 
success. We believe that the experiences that we are having today may be of 
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but in reviewing the actual experiences which we have during the year ahead and 
the years to follow. We welcome any opportunity to share our experiences and 


thoughts with you. We do appreciate this opportunity to present our views and 


would be delighted to answer any questions at all. 


ASSOCIATION OF REGISTERED BANK HOLDING COMPANIES 
OFFICERS 


President, Joseph H. Colman, First Bank Stock Corp., Minneapolis, Minn. 

Vice president, Frank L. King, Firstamerica Corp., Los Angeles, Calif. 

Vice president, Mills B. Lane, Jr., Citizens and Southern Holding Co., Sa- 
vannah, Ga. 

Treasurer, Henry Y. Offutt, Jr., Trustees, First National Bank of Louisville, 
Louisville, Ky. 

Donald L. Rogers, secretary and executive director, Washington, D.C. 







DIRECTORS 





*Philip Eiseman, Baystate Corp., Boston, Mass. 
*Mills B. Lane, Jr., Citizens and Southern Holding Co., Savannah, Ga. 
J. A. Bancroft, Empire Shares Corp., New York, N.Y. 
*Frank L. King, Firstamerica Corp., Los Angeles, Calif. 
*J. H. Colman, First Bank Stock Corp., Minneapolis, Minn. 
*George S. Eccles, First Security Corp., Salt Lake City, Utah. 
Edwin T. Holland, The First Virginia Corp., Arlington, Va. 
Jack G. Butler, General Bancshares Corp., St. Louis, Mo. 
John C. Lobb, The Marine Corp., Milwaukee, Wis. 
*Baldwin Maull, Marine Midland Corp., Buffalo, N.Y. 
*Goodrich Lowry, Northwest Bancorporation, Minneapolis, Minn. 
W.W. Witherspoon, Old National Corp., Spokane, Wash. 
Arthur B. Tyler, Shawmut Association, Boston, Mass. 
Henry Y. Offutt, Jr., Trustees, First National Bank of Louisville, Louisville, Ky. 
*William G. Brumder, Wisconsin Bankshares Corp., Milwaukee, Wis. 


[Federal Reserve Bulletin, October 1958, pp. 1161-62] 






ACQUISITION BY BANK HoLpING COMPANY AND BANKING SUBSIDIARIES OF STocK 
IN SMALL-BUSINESS INVESTMENT COMPANY 


A registered bank holding company requested an opinion by the Board of Gov- 
ernors with respect to whether that company and its banking subsidiaries may 
acquire stock in a small-business investment company organized pursuant to the 
Small Business Investment Act of 1958. 

It is understood that the bank holding company and its subsidiary banks 
propose to organize and subscribe for stock in a small-business investment com- 
pany which would be chartered pursuant to the Small Business Investment Act 
of 1958 which provides for long-term credit and equity financing for small- 
business concerns. 

Section 302(b) of the Small Business Investment Act authorizes national 
banks, as well as other member banks and nonmember insured banks to the 
extent permitted by applicable State law, to invest capital in small-business 
investment companies not exceeding 1 percent of the capital and surplus of 
such banks. Section 4(c) (4) of the Bank Holding Company Act exempts from 
the prohibitions of section 4 of the act “shares which are of the kinds and 
amounts eligible for investment by national banking associations under the pro- 
Visions of section 5136 of the Revised Statutes.” Section 5136 of the Revised 
Statutes (paragraph “Seventh”) in turn provides, in part, as follows: 

“Except as hereinafter provided or otherwise permitted by law, nothing herein 
Contained shall authorize the purchase by the association for its own account of 
any shares of stock of any corporation.” [Italic supplied.] 

Since the shares of a small-business investment company are of a kind and 
amount expressly made eligible for investment by a national bank under the 
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Small Business Investment Act of 1958, it follows, therefore, that the owner- 
ship or control of such shares by a bank holding company would be exempt from 
the prohibitions of section 4 of the Bank Holding Company Act by virtue of the 
provisions of section 4(c) (4) of that act. Accordingly, the ownership or control 
of such shares by the bank holding company would be exempt from the prohibi- 
tions of section 4 of the Bank Holding Company Act. 

An additional question is presented, however, as to whether section 6 of the 
Bank Holding Company Act prohibits banking subsidiaries of the bank holding 
company from purchasing stock in a small-business investment company where 
the latter isa “subsidiary” under that act. 

Section 6(a) (1) of the act makes it unlawful for a bank “to invest any of its 
funds in the capital stock, bonds, debentures, or other obligations of a bank 
holding company of which it is a subsidiary, or of any other subsidiary of such 
bank holding company.” Section 6(b) of the act exempts from the prohibitions 
of section 6 the capital stock of any company described in section 4(c) (1) of 
that act, but fails to exempt alsu suvestments in stock that fall within that part 
of section 4(c) (4) which exempts from the divestment requirements of the act 
shares eligible for investment by national banks under section 5156 of the Re 
vised Statutes. 

It might be argued that, since Congress deemed it proper for a holding com- 
pany bank to invest in shares of the types of companies described in section 
4(c)(1) of the act, it would also be proper for banking subsidiaries of a bank 
holding company to purchase shares eligible for investment by national banks 
under section 5136 of the Revised Statutes. However, the express wording 
of the act is to the contrary. 

In the absence of any facts which would seem to justify the Board in ignoring 
the present wording of section 6 of the Bank Holding Company Act and until 
section 6(b) of that act is amended to include reference to section 4(c) (4) (as 
indicated above and as recommended by the Board in its report to the Congress 
of May 8, 1958), the Board is, therefore, compelled to conclude that section 6 
prohibits the purchase by banking subsidiaries of a bank holding company of 
stock of a small-business investment company organized pursuant to the Small 
Business Investment Act of 1958, where that company is or will be a subsidiary 
of the bank holding company. 

Accordingly, section 6 of the Bank Holding Company Act prohibits banking 
subsidaries of the bank holding company from purchasing stock in a small-busi- 
ness investment company organized pursuant to the Small Business Investment 
Act of 1958, where that company is or will be a subsidiary of the bank holding 
company. However, this prohibition would not apply to investment by the hold- 
ing company alone in voting shares of such a small-business investment company 
even though the latter would constitute a subsidiary under the Bank Holding 
Company Act; nor would it apply if the holding company and its banking sub- 
sidiaries should not together acquire as much as 25 percent of the voting 
shares of such a small-business investment company and that company was also 
not otherwise a subsidiary of the bank holding company. 


{Federal Register, Wednesday, Mar. 4, 1959, p. 1584] 


INDIRECT CONTROL OF SMALL BUSINESS CONCERN THROUGH CONVERTIBLE DEBEN- 
TURES HELD BY SMALL BUSINESS INVESTMENT COMPANY 


(a) A question has been raised concerning the applicability of provisions of the 
Bank Holding Company Act of 1956 to the acquisition by a bank holding com- 
pany of stock of a small business investment company (‘“SBIC”’) organized pur- 
suant to the Small Business Investment Act of 1958 (“SBIC Act’’). 

(b) As indicated in the interpretation of the Board (§ 222.107) published at 
23 F.R. 7813, it is the Board’s opinion that, since stock of an SBIC is eligible for 
purchase by national banks and since section 4(c) (4) of the Holding Company Act 
exempts stock eligible for investment by national banks from the prohibitions of 
section 4 of that act, a bank holding company may lawfully acquire stock in such 
an SBIC. 

(c) However, section 304 of the SBI Act provides that debentures of a small 
business concern purchased by a small business investment company may be con- 
verted at the option of such company into stock of the small business concern. 
The question therefore arises as to whether, in the event of such conversion, the 
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parent bank holding company would be regarded as having acquired “direct or 
indirect ownership or control” of stock of the small business concern in violation 
of section 4(a) of the Holding Company Act. 

(d) The Small Business Investment Act clearly contemplates that one of the 
primary purposes of that act was to enable SBIC’s to provide needed equity capi- 
tal to small business concerns through the purchase of debentures convertible into 
stock. Thus, to the extent that a stockholder in an SBIC might acquire indirect 
control of stock of a small business concern, such control appears to be a natural 
and contemplated incident of ownership of stock of the SBIC. The Office of the 
Comptroller of the Currency has informally indicated concurrence with this inter- 
pretation insofar as it affects investments by national banks in stock of an SBIC. 

(e) Since the exception as to stock eligible for investment by national banks 
contained in section 4(c) (4) of the Holding Company Act was apparently in- 
tended to permit a bank holding company to acquire any stock that would be 
eligible for purchase by a national bank, it is the Board’s view that section 4(a) 
(1) of the act does not prohibit a bank holding company from acquiring stock of 
an SBIC, even though ownership of such stock may result in the acquisition of 
indirect ownership or control of stock of a small business concern which would 
not itself be eligible for purchase directly by a national bank or a bank holding 
company. 


[Federal Register, Wednesday, Mar. 4, 1959, p. 1584] 


PERCENTAGE LIMITATION ON ACQUISITION OF STOCK IN SMALL-BUSINESS 
INVESTMENT COMPANY 


(a) An interpretation of the Board (§ 222.107) published at 23 F.R. 7813 
dealt with the question of whether, and to what extent, the Bank Holding 
Company Act of 1956 permits a bank holding company or its subsidiary banks to 
acquire shares in a small business investment company (“SBIC’’) organized 
pursuant to the Small Business Investment Act of 1958 (“SBI Act”). 

(b) That interpretation pointed out that the general prohibition in section 
4 of the Bank Holding Company Act against a bank holding company’s acquiring 
“direct or indirect ownership or control of any voting shares of any company 
which is not a bank or a bank holding company” is subject to an exemption in 
section 4(c) (4) for stocks of the kinds and amounts eligible for investment by 
a national bank; that section 302(b) of the SBI Act permits a national bank 
to purchase shares of stock in SBIC’s “in an amount aggregating [not] more 
than 1 percent of [the bank’s] capital and surplus”; and that, accordingly, a 
bank holding company may invest in stock of an SBIC up to the specified 1 
percent. The interpretation also expressed the view, however, that section 
6(a)(1) of the Bank Holding Company Act applies a further limitation to 
banking subsidiaries of a bank holding company; and that under that section 
such a subsidiary bank could not invest in the stock of an SBIC if the SBIC 
is, or would become by the investment, a “subsidiary” of the bank’s parent 
holding company. 

(c) Two further questions have arisen concerning the amount of stock of 
an SBIC that may be acquired by a bank holding company. The first relates 
to the definition of “capital and surplus” under the 1 percent limitation of sec- 
tion 302(b) of the SBI Act. Since the amount of SBIC stock eligible for invest- 
ment by a national bank under the SBI Act is limited to 1 percent of the bank’s 
capital and surplus, it is the Board’s view that the amount eligible for invest- 
ment by a bank holding company is similarly limited to 1 percent of the holding 
company’s capital and surplus. In order to apply this limitation, however, it 
is necessary to define the term “capital and surplus.” While the matter is not 
entirely free from doubt, it is the opinion of the Board that, since neither the 
SBI Act nor its legislative history supplies a definition, the term should be 
interpreted in accordance with generally accepted accounting and reporting 
Procedures applicable to the investing entity, in the present case, the bank 
holding company. 

_ (ad) The second question concerns the method of applying the 1 percent 
limitation stated in section 302(b) of the SBI Act when all or part of the 
shares of the SBIC are owned by a subsidiary of the bank holding company. 
For example, the SBIC shares might be owned by a bank holding company 
which is a subsidiary of another bank holding company, or by a subsidiary 
bank in a case where the SBIC is not a subsidiary of the bank’s parent holding 
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company. Since ownership or control of stock by a subsidiary should be re- 
garded as indirect ownership or control of such stock by the parent, the Board 
is of the opinion that the amount invested in an SBIC by the holding company 
and by its subsidiaries must be added together to determine whether the total 
amount directly and indirectly invested by the holding company exceeds the 
amount permissible, that is to say, exceeds 1 percent of the holding company’s 
capital and surplus. Assuming that no other exception is available in the 
particular case, acquisition or retention by the holding company of direct or 
indirect control of any amount in excess of that 1 percent would be prohibited 
by section 4 of the Bank Holding Company Act. Thus, a particular subsidiary 
of a bank holding company could not invest in the stock of an SBIC if such 
investment, together with the investments of the parent bank holding company 
and of other subsidiaries, would exceed 1 percent of the capital and surplus of 
the parent bank holding company. 


STATEMENT OF HuGH W. FRASER, JR., PRESIDENT, THE CITIZENS & SOUTHERN 
SMALL BusINEss INVESTMENT Co., ATLANTA, GA. 


I should like to preface my remarks by stating that in securing one of the 
first two licenses to operate as a small business investment company under the 
Small Business Investment Act of 1958, The Citizens & Southern Small Business 
Investment Co. received the fullest cooperation from both the Small Business 
Administration and its staff and the Securities and Exchange Commission and 
its staff in connection with the company’s regiStration with that agency under 
the Investment Company Act of 1940. My remarks definitely are not intended 
to reflect any dissatisfaction with the manner in which these agencies and their 
respective staffs handled the processing of the company’s filings with them but, 
instead, are intended merely to bring to the committee’s attention certain mat- 
ters which confronted us during the process of organization and filings with 
the Small Business Administration and the Securities and Exchange Commission 
and which may merit some further consideration by this committee and these 
agencies. 

I. ORGANIZATION 


First, I should like to discuss a matter which confronted us in connection 
with the organization of the company. 

The Citizens & Southern National Bank and the Citizens & Southern Holding 
Co. are owned by the same stockholders in identical proportions. The bank 
holds all of the shares of the holding company as trustee for its shareholders. 
The Citizens & Southern Holding Co., in turn, owns shares in various subsidiary 
banks. Some of these banks are wholly owned, others are only partially owned 
by the holding company. Because of this relationship between the bank and the 
holding company, the bank is itself a “bank holding company” within the 
meaning of the Bank Holding Company Act of 1956, and the holding company 
is, in turn, a subsidiary of the bank. 

Originally, it was contemplated that the company would commence business 
with an initial paid-in capital of $500,000, which was to be raised by the sale 
of the company’s capital stock to the Citizens & Southern Holding Co., and 
the Citizens & Southern National Bank. 

However, we had to alter our plans because the Board of Governors of the 
Federal Reserve System expressed the opinion that under section 6 of the 
Bank Holding Company Act, banking subsidiaries of a bank holding company 
were prohibited from investing in the securities of a small business investment 
company and, further, with respect to subsidiaries of a bank holding com- 
pany which were not “banking subsidiaries” of such holding company, that 
the maximum amount which could be invested by the bank holding company 
and its subsidiary could not exceed 1 percent of the capital and surplus of the 
bank holding company. 

In our case, we did not desire at this time to make a public offering of 
stock to raise our initial capital and, accordingly, it was necessary to re 
duce our initial capital to $325,000, which was the maximum amount the 
Citizens & Southern National Bank could invest under section 302(b) of 
the Small Business Investment Act. 

The prohibition contained in section 6 of the Bank Holding Company Act, 
in our opinion, may seriously curtail the raising of initial capital by a small 
business investment company, particularly where the organizers are banks and 
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pank holding companies and it is not desired to raise initial capital by sale 
of capital stock to public investors. It is our understanding that the Board 
of Governors in its report to Congress of May 7, 1958, recommended an amend- 
ment to section 6 of the Bank Holding Company Act which would remove 
this prohibition against investments by bankimg subsidiaries of a bank hold- 
ing company. We believe that S. 2139 would cure a part of this objection. 

We do not believe, however, that this amendment as presently worded would 
suffice to meet our particular problem. The Citizens & Southern National 
Bank presently has an investment in the Citizens & Southern Small Business 
Investment Co. approximately equal to 1 percent of the bank’s capital and 
surplus, which is the maximum amount that the Citizens & Southern Hold- 
ing Co. and the Citizens & Southern National Bank could invest under the 
ruling of the Board of Governors, to which I referred a moment ago, that 
in a situation where a bank holding company and one or more of its sub- 
sidiaries invest in a small business investment company, the total invest- 
ment by both the holding company and its subsidiaries cannot exceed 1 per- 
cent of the capital and surplus of the holding company. 

In the normal situation we would agree that this would be a proper limi- 
tation on an investment by a parent and its subsidiaries. However, as pre- 
viously stated, the Citizens & Southern National Bank is considered a _ hold- 
ing company merely by virtue of its holding stock of the Citizens & Southern 
Holding Co. as trustee for its stockholders, The bank has invested no funds 
in the holding company, itself. There would thus appear to be no reason why 
an investment by the bank and the holding company should be limited to an 
aggregate of 1 percent of the capital and surplus of the bank. Yet, as we 
read the interpretation of the Board of Governors of the Federal Reserve 
System, that limitation would apply. We believe that the same limitation 
would apply if the banks whose stock is owned by the holding company were 
to invest in the small business investment company, rather than the holding 
company investing itself. We question that S. 2139 as drawn would correct 
this objection. 

In order to remedy this situation, we would recommend a further amend- 
ment to the act which would either: 

(a) increase the percentage of capital and surplus which a bank is 
authorized to invest in a small business investment company (as stated 
above), or 

(b) specifically require that for the purposes of section 302(b) of the 
act the 1-percent limitation would apply to each separate entity where 
a relationship of parent and subsidiary in the sense of an actual dollar 
investment by the parent in the capital of the subsidiary does not exist. 


Il. THE INVESTMENT COMPANY ACT OF 1940 AND FILINGS WITH THE SBA AND SEC 


Next, I would like to discuss the matter of registration of a small busi- 
hess investment company as an investment company with the Securities and 
Exchange Commission under the Investment Company Act of 1940 and filings 
with the SBA and SEC. 

As ultimately organized, our company has only one stockholder, the Citizens & 
Southern National Bank. Since the bank has more than 100 stockholders, our 
company was required to register with the Securities and Exchange Commission 
under the Investment Company Act of 1940. 

As you probably know, section 3(c) of the Investment Company Act of 1940 
exempts an investment company from regulation under that act if it is not 
making or is not proposing to make a public offering of its securities and it does 
not have more than 100 stockholders. We, of course, were not making and did 
not propose to make a public offering of our securities and, therefore, met the 
first condition of the exemption. And, as I just noted, we have only one stock- 
holder, the Citizens & Southern National Bank. However, in calculating the 
humber of stockholders, we had to count the stockholders of the bank, which 
number substantially more than 100, because of the provisions of section 3(c) 
of the Investment Company Act which, in essence, provides that the stockholders 
of a company owning 10 percent or more of the stock of an investment company 
must be counted in computing the stockholders of the investment company. 

As a practical matter, registration with the SEC as an investment company 
is not particularly complicated. However, there are certain restrictions and 
Prohibitions relating to various matters, including management, issuance of 
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securities, repurchase of securities, etc., which present certain problems. Then, 
too, periodic reports must be filed with the SEC. 

Insofar as our company is concerned, we do not feel that registration as an 
investment company presented, or will present, any particular problems. 

Nevertheless, I do know from having talked to a number of bankers that, to 
date at least, their banks have not considered supplying the capital for the 
formation of a small business investment company because the company would 
be subject to the Investment Company Act for the same reasons that we were; 
that is, because the sole stockholder of the small business investment company, 
the bank, has more than 100 stockholders and they did not desire to subject 
themselves to filing the various reports and information pertaining to the 
investment company and the bank which might be required under the Investment 
Act and the rules and regulations of the SEC. 

We are all familiar with and certainly do not disagree with the basic objectives 
of the various acts administered by the SEC, which, in general, are designed 
to afford protection to stockholders and investors. But, it is my opinion that 
the fact that registration as an investment company is required in situations 
such as those in which we found ourselves has to date been a deterrent to the 
organization of more small business investment companies by banks. 

National banks are subject to very rigid regulations. They are exempt from 
the provision of the Investment Company Act of 1940. Consideration might 
profitably be given to exempting from the provisions of the Investment Company 
Act any small business investment company whose controlling stockholders are 
banks. 

In order to facilitate registration by small business investment companies, the 
Securities and Exchange Commission adopted a new form, form N-—5, which was 
designed to simplify the procedure for registration under both the Investment 
Company Act of 1940 and the Securities Act of 1933. 

We recognize, of course, the necessity of both the SBA and the SEC adopting 
forms and procedures which are designed to provide full and complete dis- 
closure concerning all aspects of the organization of the company, its manage 
ment, its business, and its securities and we recognize, and are in complete 
accord with, the basic objectives of the various acts designed to safeguard 
stockholders and public investors. 

However, we feel that the forms of the SBA and those of the SEC, as pres- 
ently existing, overlap in certain areas and possibly, a form or forms could 
be devised which would meet the requirements of both agencies. 

With respect to our company, we were required to file with the SBA the 
following forms: 

(1) SBA Form 414, Proposal To Operate a Small Business Investment 
Company Under the Small Business Investment Act of 1958; and 
(2) SBA Form 415, License Application. 

Since we were subject to the Investment Company Act of 1940, we were 
required to file with the SEC the following forms: 

(1) Form N-SA, Notification of Registration Filed Pursuant to Section 
8(a) of the Investment Company Act of 1940; and 

(2) Form N-5, Registration Statement of Small Business Investment 
Company Under the Investment Company Act of 1940. 

In many respects these forms call for identical information. For example, 
SBA form 414, SEC form N-8A and SEC form N-5, requires the company to 
set forth a list of officers and directors. Both forms of the SBA and both 
forms of the SEC require the name of the company, place and date of incor- 
poration, and principal place of business. SBA form 415 and SEC form N-} 
require the filing of financial statements and, in general, statements as to the 
company’s business, methods of operation, etc. 

The overlap in the information called for by these various forms obviously 
does not present an insurmountable obstacle nor a particularly burdensome prob- 
lem. Nevertheless, the amount of paperwork involved in preparation of the 
various forms is not insignificant and, possibly, a coordinated form might be 
devised which would simplify the task of a company in meeting the require 
ments of the SBA and the SEC and result in a saving of time and effort by both 
the company and the staffs of these agencies. 

In addition, it will be necessary for us to file periodic reports with both 
agencies and it is anticipated that in many instances both agencies will require 
the filing of substantially identical information. 

We feel that the act should be amended to eliminate filing with SEC where the 
company is owned by a regulated corporation such as a bank and has less thaB 


100 stockholders. 
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Also, under section 304 of the act, the small business is required to purchase 
stock of the small business investment company. 


This compulsory stock purchase requirement serves no useful purpose and 
is neither necessary nor desirable. 

We would prefer not issuing stock to small businesses to whom we provide 
capital and, in turn, they generally would prefer not being required to become 


stockholders because, in essence, the amount of capital being furnished them 
is reduced by the amount of stock so purchased. 


We feel this requirement should be eliminated from the act. 
TAX CONSIDERATIONS 


In spite of certain concessions made by the Technical Amendments Act of 1958 
with respect to the taxation of small business investment companies, certain 
apparent inequities continue to exist. 


A. Personal holding company and accumulated earnings surtares 


The personal holding company surtax imposed by section 541 of the Internal 
Revenue Code has been specifically ruled by the Internal Revenue Service to 
be applicable to small business investment companies. (Rey. rul. 59-69.) The 
surtax on accumulated earnings imposed by section 531 of the Internal Revenue 
Code is applicable to those small business investment companies which are not 
personal holding companies subject to the personal holding company surtax. 

As to the personal holding company surtax, we do not presently come within 
these provisions. However, it is entirely possible that at some future date we 
will satisfy the conditions of the tax laws which require the imposition of the 
surtax. As noted above, we are subject to the accumulated earnings surtax. 
The impact of the personal holding company surtax would be much greater than 
that of the accumulated earnings surtax (which provides for a credit of $100,- 
000). In either case, however, the effect is to prevent the growth of the cor- 
poration and to impair its ability to expand its financing of small business con- 
cerns. Our feeling is that a specific exemption from these two penalty taxes 
should be written into the Internal Revenue Code. 

B. Unequal treatment of dividend versus interest income 


By section 243(b) of the Internal Revenue Code, as amended by the Technical 
Amendments Act of 1958, a small business investment company is allowed a 
dividends received credit of 100 percent with respect to dividends on stock 
obtained by the conversion of the debentures of small business concerns. In 
contrast, interest income from loans to unincorporated businesses or to corpora- 
tions and interest income on debentures of small business concerns prior to con- 
version is fully taxable. 

The 100 percent dividends received credit makes an investment by a small 
business investment company in the convertible debentures of an incorporated 
small business concern considerably more attractive than a long-term loan to 
an unincorporated business (or to a corporation). Unincorporated businesses 
constitute by far the greater proportion of concerns which can qualify for fi- 
nancing by small business investment companies. To remove this inequality 
of treatment we believe an income tax deduction of a portion of such interest 
income on long-term loans should be allowed by the Internal Revenue Code. A 
deduction equal to 15 percent of such income would probably constitute an equi- 
table solution without an undue loss of revenue to the Government. 





4 BanK-SponsorED PLAN To Provipe “SEED Money” For GROWING BUSINESSES 


The Citizens & Southern Banks for years have recognized the need for ade- 
quate capital for an equity nature for the expansion of growing Georgia busi- 
lesses, and to provide the base for additional credit for such companies. 

The Small Business Investment Act of 1958 provided just the vehicle needed 
for assistance to these growing businesses. 

The ©. & S. National Bank, which has maintained a specialized small business 
department in Atlanta since 1945 and statewide departments since 1955, moved 
‘immediately to form a small business investment company. 
the Small Business Administration in March 1959, granted a license for the 
tizens & Southern Small Business Investment Co.—one of the first two issued 


inthe entire Nation, and the only one for a bank. 
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The C. & S. Small Business Investment Co. now can offer equity capital to cer- 
tain qualified businesses, as well as management assistance to help the borrow- 
ing companies achieve an orderly growth. 

The C. & 8S. Investment Co. also will serve as a clearinghouse where investors 
and capital-seeking businesses can meet. 

The Citizens & Southern SBIC will meet the needs of a borrowing company by 
purchasing from the company convertible debentures having a fixed rate of in- 
terest, participating in earnings of the firm. Any special services will be covered 
by a fee limited to the actual out-of-pocket expense incurred by the investment 
company. 

The company cannot acquire as much as a majority of the borrowing firm’s 
voting stock. And it will retain ownership of the securities only as long as neces- 
sary for the borrower to repurchase its own securities or to offer them to private 
investors. 

An application for Citizens & Southern SBIC financing is attached. The 
facts presented on this application will enable the Citizens & Southern Small 
Business Investment Co. to act promptly on your request for credit. 


THE CITIZENS & SOUTHERN SMALL BUSINESS INVESTMENT Co. 








SMALL BUSINESS INVESTMENT CO., CREDIT APPLICATION 





c, 





& §. 





Name and address of applicant: 





Proprietorship__.......... Parteorsnip.............. “Cobporation._....-. 29 
Nature of credit requested: 
Amount $.------- Own Sele Debenture____-__-_ ee so. fe (specify) 


Brief description of proposed amortization-__..._._._._________-____________. 


Description of business: Briefly indicate nature of business, principal products, 
history, competitive position, customers, description of property owned or leased, 
etc. In discussing customers, please list names and state how long sold and 
sales to each for the past 3 years where there is as much as 10 percent or more 
of total sales to any one outlet. Also, where sales to Federal, State, or local 
governments are a substantial portion of total sales, please break these down as 
to amount of sales to government and amount to civilian customers. (Attach 
additional sheets if needed. ) 
Officers and key executives : 
Ue eee a i ee oa 
mes ee Years of service______- Annual compensation_____-_------ 
Numer of siutes'owned Cinciagme Tamity)_.-_..... 
Amount of life insurance payable to company_____-__.-----._--_.-__-.._--.... 
References (list banks and principal suppliers) : 


ADDITIONAL INFORMATION 





REQUIRED 


1. Audit reports: Furnish complete original, annual audit reports for the last 
5 years, which include balance sheets, earnings statements, surplus accounts, and 
operating schedules. If the last annual statement is over 6 months old, include 
the latest available interim earnings and balance sheets with comparative data 
for the previous year. 

Note.—If it has been the policy of the company not to have complete certified 
audits, it will be necessary that a complete certified current audit be furnished. 

2. Forecast of future sales and earnings: Furnish a projection for the next 
5 years with a brief explanation of the basis of the forecast. State current back- 
log of orders by products or departments, and describe budgeting practices 0 
other methods of expense control. ; 

3. A pro forma balance sheet giving effect to the proposed loan at the time it 
is contemplated to be closed. 
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4, List of subsidiaries, if any, together with financial statements for last 5 years. 

5. If the applicant’s officers or stockholders control or have any substantial 
interest in any other business enterprise or if the applicant is controlled (by con- 
tract or otherwise) by any other business enterprise, state the facts including the 
details concerning intercompany transactions, if any. 

6. If the applicant leases any real property or machinery or equipment (includ- 
ing automotive) from others, state as to each lease the annual rent paid by the 
applicant, the term of the lease, the name of the lessor, the option for renewal, 
and the option to purchase. If the applicant is required under lease to pay real 
estate taxes, insurance, etc., state the amounts paid for each item for the last 
fiscal year. 

7. Details concerning any legal action or suits against applicant. 

8. Brief résumé of labor relations: Include number of employees, membership 
in unions, strike history, and number of employees hired and number terminated 
in each of the last 3 years. 

9. (a) Are any legal actions or suits pending against the applicant? 


(b) Is the applicant delinquent in payment of any tax or in the remission of 
any withholding tax? 


(c) State the latest year through which the applicant’s Federal income taxes 
have been examined and settled. d 

10. Principal executive and technical experts: State background and experi- 
ence, age, and compensation. Discuss availability of second men. Give briefly 
their background, experience, age, and compensation. 

Senator Proxmire. The next witness is Mr. Stephen A. Calder. 
Mr. Calder is the vice president of the National Association of Small 
Business Investment Companies. He is accompanied by Mr. Charles 
M. Noone, who is the secretary and general counsel of the National 
Association of Small Business Investment Companies. I understand 
that he is also accompanied by Mr. Charles Netter. 

Is that correct? Will you gentlemen identify yourselves? 


STATEMENT OF STEPHEN A. CALDER, VICE PRESIDENT, AND 
CHARLES M. NOONE, SECRETARY AND GENERAL COUNSEL, 
NATIONAL ASSOCIATION OF SMALL BUSINESS INVESTMENT 
COMPANIES; AND CHARLES NETTER, ATTORNEY, SOUTHEAST 
INVESTMENT CO. OF FLORIDA 


Mr. Nerrer. I am Charles Netter. Iam the attorney for the South- 
east Investment Co. of Florida. 

Senator Proxmire. Where are you from ? 

Mr. Nerrer. I am from Miami, Fla., and I am an attorney for 
the Southeast Investment Co. of Florida, in which Mr. Calder is inter- 
ested and is also vice president and director. 

It is a small business investment company that has received a notice 
to proceed from SBA and is located at Fort Lauderdale. Iam also on 
the board of directors of the National Association of Small Business 
Investment: Companies. 

Mr. Calder has asked me to appear with him and give what assist- 
ance I can in the hearing. We will be happy to have the statement 
which your committee has inserted in the record, rather than reading 
it. The statement refers to three letters, and we would also like to 
have them inserted in the record, rather-than reading them. 

Senator Proxmirer. Excellent. That would be very expeditious. 
We would appreciate it. They will go in the record at the end of your 
presentation. 

I understand that Mr. Noone knows the tax situation pretty well. 
Ifhe could run through that for us, I think it would be helpful. 

43183—59——11 
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This committee does not have primary jurisdiction over tax matters, 
That is in the Finance Committee’s jurisdiction. This basic legisla- 
tion, which is a fundamental responsibility of this committee, depends 
to a considerable extent on the tax provisions within it; and its success 
or failure will depend on the tax provisions, perhaps modification of 
them. 

I think it would be very helpful if you could at this point give us 
your views on how these provisions might be modified and improved. 

Mr. Noone. I will be very happy to do so, Mr. Chairman. 

Earlier in the questioning of Mr. Fraser and Mr. Lane, you asked 
why the interest had dropped off in this program. I am certain that 
one of the big inducements, one of the big reasons for all the excite 
ment in the early days of this program, was the publicity on the tax 
features. 

The act itself carries with it three tax benefits. The one positive 
benefit is the 100 percent dividend-received deduction for the small 
business investment company. Normally, a domestic corporation has 
an 85 percent dividends-received deduction; by an amendment to sec- 
tion 243 of the 1954 code, SBIC’s receiving dividends from small com- 
panies in which they invest funds, receive a 100 percent dividends- 
received deduction. 

There are two other tax features of the new program. Section 
1242, added to the 1954 code by the 1958 Tax Act, gives an investor 
in a small business investment company an ordinary loss deduction, 
rather than a capital loss deduction, where he incurs a loss through 
the sale of his stock in the SBIC or through the stock becoming 
worthless. 

Section 1243, also added to the 1954 code by the 1958 act, gives the 
small business investment company an ordinary loss deduction, rather 
than a capital loss deduction on losses incurred on stock which it 
acquires from small companies to which it lend funds. 

omebody has recently referred to these latter two benefits, sec- 
tions 1242 and 1243, as merely licenses to lose money, and that, I 
think, is a fact. They are negative benefits. The only positive benefit 
taxwise in the new program now is a relatively minor one; namely, the 
100 percent dividends-received deduction, which is enjoyed by the 
small business investment company. 

I am certain that a lot of investors were attracted to this program 
at the outset because they thought that these tax benefits were much 
more substantial than they turned out to be. Also, I am certain that 
a lot of investors lost sight of some of the tax pitfalls in this program, 
the first and foremost being the personal holding company surtax. 

As we have pointed out many times, people best able to invest in 
this program, to invest funds in a small business investment company, 
are extremely leery about the personal holding company surtax. That 
pene of the code imposes a penalty on undistributed personal 

olding company income. 

Under sections 541 to 547 of the Internal Revenue Code, the per- 
sonal holding company surtax applies where in the last 6 months of 
the company year, more than 50 percent of the stock is held by or 
for five or fewer individuals. If that situation obtains and 80 percent 
of the income of the company is personal holding company income, 
then unless that income is distributed, in addition to the regular tax, 
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the small business investment company being a personal holding 
company is hit with a 75 percent tax on the first $2,000 of undistributed 
personal holding income; and an 85-percent tax on everything over 
and above $2,000. 

Well, this is clearly confiscatory in the eyes of a high-bracket tax- 
payer. This completely defeats the purpose of his investing in the 
small business investment company. 

Senator Proxmire. Would you go back over those figures ? 

Mr. Noone. The personal holding company surtax applies where 
80 percent of the company’s income consists of so-called personal 
holding company income. Personal holding company income is de- 
fined generally as interest, dividends, gains from the sale of securities, 
certain personal service contracts, and other types of income which 
are not pertinent to our discussion. 

A small business investment company is permitted to have ony 
four types of income; namely, interest on its loans, dividends on its 
stock, gains from the sale of securities in its portfolio, and fees for 
managerial and counseling service. 

The first three types of income are clearly personal holding company 
income. The fourth, namely, the managerial and counseling service, 
could be personal holding company income. So we have to assume 
at the outset that a small business investment company meets the first 
test of section 541; namely, 80 percent of its income is going to be 
personal holding company income. 

The second part of the test provides that where in the last half of 
its year, more than 50 percent of the stock in the company is held by 
or for five or fewer individuals, then the personal holding company 
surtax applies. 

Let us assume the company has $10,000 of personal holding com- 
pany income in its first year. Unless it distributes that income in 
dividends to its stockholders, it is subject to the personal holding 
compainy surtax. The first $2,000 is taxed at 75 percent or $1,500 of 
the $2,000 goes in tax. Everything over that $2,000 is taxed at 85 
oes So that the tax virtually wipes out any possibility of profit 
or the SBIC. 

I say this is important and it is discouraging to a lot of potential 
investors, for the simple reason that the people best able to invest 
in these companies are those with substantial incomes, people who are 
looking for capital gains opportunity and not any additional ordinary 
income. 

Senator Proxmire. You feel that Senator Sparkman’s proposal 
would meet your objections? Are you familiar with that proposal ? 

Mr. Noone. Yes, sir. 

Senator Proxmire. Would that meet your objections? 

Mr. Noone. Yes, indeed. 

Senator Proxmire. That would solve that particular problem ? 

Mr. Noone. Right. In other words, specifically, it exempts SBIC’s 
from the personal holding company surtax under section 541. 

Senator Proxmire. You do not see any pitfalls in that ? 

Mr. Noone. No, sir. We in fact recommended that change to Sen- 
ator Sparkman and he accepted our recommendation and included 
that particular provision in S. 979. 
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Senator Proxmire. This would have Congress telling people who 
have been discouraged from forming small business investment com- 
panies before, that if they invested their money in small business, Con- 
gress would not insist on the punitive tax that it did heretofore. As 
that it insisted on if they invested in securities other than in small 
business ¢ 

Mr. Noone. That is correct. I think it would be very beneficial and 
would revive a lot of the interest that has died off since last fall. 

Senator Proxmire. This, you feel, is a fundamental reform that is 
needed ? 

Mr. Noone. I certainly do. 

Senator Proxmire. This change in the legislation ? 

Mr. Noone. Yes, sir. I can speak from experience because one of 
the first officers of this association was a gentleman from Chicago who 
was extremely interested in the program. He attended the American 
Management Association briefing session in New York in December, 
and after lear ning exactly what this law said and what the ramifica- 
tions were, he completely dropped out. He said he was no longer 
interested. 

Senator Proxmire. Do you see any tax loss, any revenue loss to the 
Federal Gover nment in this? 

Mr. Noonr. No, I do not for this reason: the Government is not 
collecting any income tax from these companies now and it is not going 
to collect. any from this type of person because they are just not going 
to organize small business investment companies. But the Government 
can collect income tax if more small business investment companies 
are organized. They will be organized if their investors are protected 
from the personal holding ¢ ompany surtax. 

Senator Proxaure. You envision that these new SBIC’s and the 
equity capital flow into small business that has not flowed before would 
mean a growing in the economy, new income we do not have now ? 

Mr. Noone. Definitely. 

Senator Proxmire. The result would be that revenues might in- 
crease, but they would not be reduced? Is that what you construe! 

Mr. Noone. A whole new class of taxpayers and increased revenues 
would result, in my opinion. 

Senator Proxmire. What, in your judgment as a tax ex ‘pert, is the 
basic reason for the personal holding company tax provision we now 
have? 

Does this provide an opportunity for persons to avoid the tax by 
creating a personal holding company and depending on capital gains 
taxes / 

Mr. Noone. Right. It was aimed at what was called the “incor- 
porated pocketbook” —a person in a high tax bracket paying income 
taxes at rates of 70 or 80 percent. It was to the advantage of such a 
person to take his 1 inv estments and put them in a corporation with a 

top tax bracket of 52 percent. 52 percent is high, but to many the 
investment Sede a saving in after-tax dollars. 

Senator Proxmire. Then he could sell the cor poration and pay the 

25-percent capita gains 1 rate? 

Mr. Noong. And enjoy capital gains, that is correct ; but even while 
he is holding the stock in the corporation, except for the provisions of 
section 541, ~ the personal holding company provisions, he would in 
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effect be paying substantially less tax than he would by receiving divi- 
dend income and rental income, and so on, directly. 

Senator Proxmire. Do you think there should be some kind of a 
safeguard? It seems to me that the Congress might be willing to go 
along with exactly the kind of proposal Senator Sparkman has intro- 
duced. But is it not possible that these small businesses, even if they 
are only employing 500 people, might, although they are not a domi- 
nant factor in their industry, grow into a position of dominance or 
into a position of great prosperity? Should there be any kind of safe- 
guard against that kind of enrichment, or perhaps that should be per- 
mitted as an incentive ? 

Mr. Noone. Yes, I can suggest one that I think would accomplish 
two purposes: safeguard against what you have referred to as a possi- 
bility of just piling up tax-protected profits in its treasury, and at the 
same time stimulate this program by requiring that a certain percent 
of those profits and earnings be reinvested in purposes provided under 
the act. 

Senator Proxmire. So that they would be reinvested in other small 
business or in the same small business—a whole sector to expand and 
provide more equity capital for small business ? 

Mr. Noone. Yes, sir; I think that would be a safeguard against those 
funds accumulating excessively, and it would directly stimulate the 
growth of these companies and the accomplishment of their purpose. 

Senator Proxmire. Allright. Fine. 

Senator Muskie. Is the purpose of your suggested amendment of 
the personal holding company act to attract into investment companies 
the people who would otherwise take advantage of the personal hold- 
ing company device to minimize their tax liability? In other words, 
is this a group of investors you are trying to tap, by your suggested 
amendment, in the hope that the tax advantages would appeal to them ? 

Mr. Noone. I do not think there is anybody trying to Sales advantage 
of the personal holding company. Really, the law is so tight that it 
is virtually impossible to escape its effects. 

I do think that it would tap a great market of people who now have 
their funds invested in Government exempts. 

Senator Musxkre. These are the people who, if it were not for the 
unitive tax provision of the personal holding company law, would 
% using personal holding companies to minimize their tax liability? 

Mr. Noone. They would be using corporations to minimize their tax 
liability except for the personal holding company law. 

Senator Muskre. So actually your proposed amendment—and I am 
not suggesting by my question any criticism of the proposed amend- 
ment—but the purpose is to open a loophole, in a sense, for these 
people to minimize their tax liability by turning to a type of invest- 

ment which would exempt them from personal holding company 
provisions. 

Mr. Noone. That might me one interpretation of it, Senator, but 
I don’t think there is any denying the fact that it would bring into 
this program a lot of money that was intended to be brought in, 
namely, risk capital, equity capital. 

This would not be a unique exception, because under section 542(c) 
of the present code, banks and other lending institutions are now 


exempt from the personal holding company provisions. Adding small 
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business investment companies to section 542(c), would not, in my 
opinion, be any radical departure from the present tax law. 

Senator Proxmire. May I say to Mr. Calder and Mr. Netter, you 
gentlemen represent the National Association of Small Business In- 
vestment Companies. I am delighted to see the small business invest- 
ment companies are associating and coming together constructively. 
It is extremely constructive that you are willing to come up and talk 
to us on this and that you can give us your recommendations. 

The fundamental problem, as I said earlier, that bothers the con- 
gressional leaders who talked to me about this before this hearing is 
why the program has not moved more rapidly. I think Mr. Noone has 
given us one very explicit and definite reason that makes sense. Would 
you like to suggest some other reasons for the failure of the program 
to move more rapidly, or as rapidly as most people in Congress ex- 
pected it tomove? 

Mr. Cauper. Personally, I think it has moved along fairly well, 
because it is an entirely new field. I think that the great number of 
inquiries in the early days of the program were merely from people 
who tried to find out what it was ani what was going on, and what 
they might do. As they became more acquainted with it, they found 
out the program entails many complicated features, and they fell off 
by the wayside. Only the people that are really interested in it finally 
came to the front. I think that they are moving along fairly well, 
and I don’t think that you should rush it too fast. I think that people 
that are putting their money in it want to understand the program. 

Senator Proxmire. All right, now, I asked this question of Mr. 
Barnes, and I would like to ask it of you. What do you envision this 
new institution developing into? We have about 16,000 commercial 
banks. At any rate, we have something to provide short-term capital 
to small business all over the country. Do you envision that this 
would amount to several hundred or several thousand small business 
investment companies? 

Mr. Caper. I would say several thousand throughout the United 
States. 

Senator Proxmire. When I was talking to the last two witnesses, 
they seemed to feel that it might well be that this could be done as 
efficiently, perhaps more efficiently, by having more large small busi- 
ness investment companies, rather than a large number of small ones. 
Their feeling was that a large company could cover a tremendous 
territory, could have very competent people who understood business 
problems and perhaps do a more efficient job. 

Mr. Cauprr. I believe that it would be better by large companies 
because a small company, unless it obtained public funds, would soon 
run intoa dead end. It would have its money all invested and would 
have a staff of employees and no capital left to invest. I don’t think 
that is what you want or intended. 

Senator Proxmire. You think that although there have been only 
15 companies licensed and only 89 in the pipeline, something like that, 
and in view of the Administrator’s statement las week that he ex- 
pected only 200 at the end of the year, this is not too slow a rate of 
progress? That this can very easily mushroom into several thousand 
in a few years? 
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Mr. Carper. We don’t think it is too slow, but I do think that if 
they do not improve the taxation of these companies that they are 
going to run into a lot of the companies giving up the license they 
already have. 


Senator Proxwtre. You feel the fundamental problem, then, is the 
tax problem ? 

Mr. Caxper. Definitely. I think that unless the personal holding 
company tax provisions are relieved some of these licenses will be 
given back to the Government. 

Senator Proxmire. What motivated you in forming an SBIC? 
You did not have this tax modification that you gentlemen have spoken 
of this morning. 

Mr. Carper. I am from Fort Lauderdale, Fla., and for a town 
of its size I think we are probably one of the best towns in the country 
for financial ability. I discussed it with several business associates 
and Mr. Netter, my attorney and I got on the phone and in about an 
hour we called about 17 people. The 17 people agreed to invest 
$30,000 apiece and we went ahead and formed this company. 

Our first intention was to help the city by attracting small businesses 
and help payrolls come into our city. 

Senator Proxmire. May I ask this: You had $30,000 from 17 people, 
so you have just over $500,000 ? 

Mr. Catper. Yes, sir; $510,000. 

Senator Proxmire. Any SBA money ? 

Mr. Carper. No, sir, we didn’t ask for any. 

Senator Proxmire. All private funds. 

Mr. Cauprr. Yes, sir. As an example of what our company is try- 
ing to do, you may be interested to know that the chamber of commerce 
approached me last Friday concerning a large optical company want- 
ing to come into our city. They have no warehouse facilities available 
and have been unable to interest a private individual in constructing 
such a building at the rent they would like to pay. The manager of the 
chamber of commerce was trying his best to attract the company to 
Fort Lauderdale, so he asked me if we wouldn’t finance the building of 
the warehouse to rent to this corporation at 6 percent of the actual 
cost of the building, not including the land. 

I called several members of the board, and most of them said that it 
was perfectly all right, they would agree to do it. I feel that as far as 
my company is concerned, that we are trying to help small business 
come into our area. 

Senator Proxmire. How would you get your money out of it? 

Mr. Caper. We would get it out under the 6 percent interest on the 
loan and the rents this company agreed to pay up to 6 percent 
interest 

Senator Proxmtre. The capital necessary to build the building, and 
so forth would be frozen in there indefinitely ? 

Mr. Carper. Until it was paid for, yes, sir. 

Senator Proxmire. To be paid for over a period of 30 or 40 years? 

Mr. Catper. That is right. 

Senator Proxmire. This would not be the typical kind of invest- 
ment ? 

Mr. Caper. No, but that was one of the things we were doing with 
our company to help small business come in there. No, I wouldn’t con- 
sider that an outstanding investment at all. 
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Senator Proxmire. It seems, from this example that you give, that 
this is a substitute for a local development corporation and that the 
very strong motive is to build up the community, to build Fort Lauder- 
dale and make it more attractive for industr y In whatever way is con- 
venient. 

Mr. Cauper. That is partly what our small business investment com- 
pany is for. Of course, we also intend to lend to make a profit the best 
we can. 

Senator Proxmire. Can you give us any other examples? This is 
very interesting, because this is such a new program. Could you give 
us oneortwo. It might be very helpful if you have had enough to give 
us a few. 

Mr. Catper. May Mr. Netter make a statement right now ? 

Mr. Nerrer. To supplement what Mr. Calder has said, the board 
members want to help the community but, of course, they want to make 
sure that they don’t lose the money that they as initial investors put 
into the corporation. Mr. Calder is modest in this respect, that there 
were 17 men who agreed to invest $30,000 in this small business invest- 
ment company. Their combined net worth is over $100 million. 

The group has looked into the program more thoroughly since its 
inception. First of all you had the act which yee ided for certain 
exemptions that could have been granted by the Securities and Ex- 
change Commission. The act also has certain provisions with refer- 
ence to participation in loans. There are provisions in the law relating 
to the Small Business Administration whereby it could participate 
with these companies on loans just as they participate with banks and 
other lending institutions. These men are also cognizant of the fact 
that if they wish to maintain a payroll to do service to the community 
and themselvs that $510,000 is not going to be sufficient. Even if 
it was all loaned out at interest, there wouldn't be enough money to 
maintain an organization sufficient to do that. 

Senator Proxmire. That is why I asked about this particular 
example. The impression I had from Mr. Lane and Mr. Frazer was 
that this money would turn over pretty fast. They had a company 
about the same size, $400,000, and the picture I had from them was 
that most of them would be in and out of small businesses on the 
average of 3 to 5 years. The idea being they would move in when the 
small business needed equity capital and needed an opportunity to 
grow and develop. And then as earnings came in the small business 
company would permit the small business investment company to get 
out and get in something else. Of course, they are a bank and so ar 
different. That is why their experience is an excellent supplement 
for us, because we are hoping that there will be a lot of people other 
than banks going into this thing. 

Mr. Nerrer. Well, there is a classification of small business invest 
ment company we all call “pro bono publico,” and there is another 
type that has evolved in this particular situation; I think it is a com- 
bination. The investors wanted to help bring payrolls and new 
industry to their community, but also they wanted to try to obtain 
a profit. As Mr. Fraser said, this primarily would be from pat 
ticipation in equity capital. The main bugaboo to these investors, a 
to others, No. 1 is the second stage. You put in $510,000, that is loaned 
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out; then what happens? You go to the SBA under the provisions 
of the act, you get another $250,000. 

The money that you loan out is represented by certain paper. That 
paper is either collateralized or it is not collateralized. Then you 
go to insurance companies, to banks, or to other institutions to try 
to sell your loan. From discussions that these investors have had 
with several banks they have said in view of the investors involved 
they are very interested in extending lines of credit. But when the 
questions are directed to hard backers as to whether they will accept 
paper without it being collateralized by a guarantee from these invest- 
ors personally, they will make no commitments. The problem then 
arose what happens at this stage? What happens when you have 
loaned out your money? How “do you acquire additional capital? 

There are companies that have gone out to the public directly, com- 
yanies who have had a specific purpose in mind and probably a 
c ‘kground in a certain field, and have been very successful. But 
this organization was not established to go to any particular field, 
it was established to help industry come in or to go into a varied group 
of investments with the idea in mind of participating in growth. 

So the second stage comes up: What do we do now? Well, then they 
run into the SEC, and SEC says that you not only have to qualify 
under the 1933 act, but you have to qualify under the Investment 
Company Act of 1940. The SEC looks very askance at dual forms of 
securities, that is, a common which would be voting and a common 
which would be nonvoting. It also looks very askance at preferred 
securities requiring asset coverage, which I realize is exempt under 
the act, but up until the present time the SEC has not indicated that 
it will encourage dual forms of security. 

Senator Proxaire. We solve that problem if we accept the amend- 
ment proposed by SBA permitting the SBIC’s to buy any kind of 
securities, common stocks, and so forth. Is that right, or are you talk- 
ing about something else ? 

Mr. Nerrer. I apparently have not been clear. We are now talk- 
ing about the stage where they have loaned out $750,000 and we now 
need additional capital. These men feel that Mr. Fraser is correct, 
that a bank can operate one of these companies much more economi- 
cally than a new company, because a new company has to form an 
organization, hire personnel, be prepared to attract these loans and 
to make sure that they are good loans. They don’t feel that $750,000 
loaned out would be sufficient to carry that company’s expenses 
through the period in which they might receive benefits from the 
accrual, 

Senator Proxmire. So the question is whether the small business 
investment company gets more in addition to the $750,000? 

Mr. Nerrer. Yes, sir. Now, one way is to go to the public, and 
they find they have to qualify under the Investment Company Act of 
1940. This means they are not only regulated by the SBA, one arm 
of the Federal Government, but they are also regulated by the SEC, 
another arm of the Federal Government. Here is a group that wants 
to attract money to their community, they not only have to have one 
set of regulations, they have to have two sets of regulations if the 
p° tothe public. On the other hand, if they go to the public they might 
ose the interest of these investors who are recognized, whom the SBA 
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has investigated, who have accumulated great wealth and therefore 
have some business ability. 

The second time they go into this they have to sell to the general 
public. The funds come in and they have the possibility that they 
won’t even be able to direct them into the community, because the 
could lose control of the corporation. This is a result of the SE 
discouragement of preferred securities and two forms of common 
voting and nonvoting. We realize that the preferred should have 
protection in the event of nonpayment of dividends or that acne 
common should have protection in that sense. But that is the secon 
thing that they run into. 

The third thing is they need more capital, and one or the other of 
these investors who might be in a position to take up that capital them- 
selves individually, run into the holding company problem. If one 
or the other of the investors does invest the necessary capital and the 
balance of ownership evolves into five men during the last 6 months, 
they then are taxed at 80 percent. 

Fourth, SBA might participate with these companies as they do 
with banks in order to sell these securities to banks or other lenders. 
At the present time the SBA will accept applications through banks, 
not use Federal money but agree to take them out in the event of de- 
fault up to 90 percent of the loan. This would provide another 
means of acquiring secondary capital at least up to four times the 
initial investment, because then the insurance company or the other 
company to whom these loans would be sold would be guaranteed, in 
case of a default they would be insured. 

We are informed that the SBA feels that this program is to be 
distinguished in that the purpose of the program is to encourage 
the flow of private capital, but the capital that is flowing to the 
lender is private capital just as it is in the case of a bank. Ifa 
bank makes a loan and the SBA agrees to take them out at 90 percent, 
it is the depositors’ or the capital in the bank that goes to the bor- 
rower, not the Federal money. That is what we are asking, not 
that the SBA loan money to the SBIC, but that SBA agree to par- 
ticipate on a take-out policy which they do with other lenders. They 
can do this under the law but they are not doing it and they have 
expressed the policy as established in a letter attached to our state- 
ment that they will not do it. 

So the group now is faced, in its secondary period, one, with going 
to the public, in which case they are regulated by two Federal agen- 
cies in detail; two, if they don’t go to the public and one of the origi- 
nal sponsors goes into it to invest more money, they have to worry 
about the Holding Company Act provision; and, three, they have 
no way of turning over their investments which are collateralized 
because of lack of participation by the SBA. Weare trying to qualify 
under the 1940 act, but, frankly, we are running into a great deal of 
complications on it at the present time. 

Senator Proxmire. You therefore want an exemption from the In- 
vestment Company Act of 1940. 

Mr. Nerrer. I think if you want a type of organization other than 
banks or pure pro bono publico, if you want to attract capital from 
sources other than those two, purely and simply, something has got 
to be done to exempt them from the 1940 act. 
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Senator Proxmire. As well as the proposal Mr. Noone made on 
personal holding companies. 

Mr. Nerrer. Both are necessary. 

Senator Proxmire. The SBA’s objection, I understand, to the latter 
part of your statement is that they feel that they want to get more 
private money in and get the Government out of this as soon as they 
can. 

Mr. Netter. In the FHA the Federal Government has sponsored 
an insurance program but the main factor of the FHA program which 
we all know is successful and does not draw on tax moneys, is that 
it actually pays moneys to the Federal Government on the insur- 
ance program. Participation is the insurance factor in that loan, 
and if that insurance factor were there, a group like this wouldn’t 
necessarily have to go out on a public issue. They would prefer 
not to have to take this stage, because, as Mr. Jones in Citizens & 
Southern says, they would prefer to have an experience before they 
go out to the public. As it stands now, they don’t know what will 
happen at the second stage, and I think that this committee can 
do a great deal toward clearing up those problems by doing any 
one of the three things. 

Senator Proxmire. Do you have any questions, Senator? 

Senator Musxte. I think that is an excellent statement. I ap- 
preciate the discussion. 

Senator Proxmire. Very good. I thank the members of your 
association for giving us more detail on this. 

Mr. Cauper. Yes, sir. 

Senator Proxmire. Thank you very much, and the testimony, again, 
was very helpful. 

Mr. Nerrer. Thank you very much. 


(The prepared statement and letters submitted by Mr. Calder 
follow :) 


STATEMENT OF STEPHEN A. CALDER, VICE PRESIDENT, NATIONAL ASSOCIATION OF 
SMALL BUSINESS INVESTMENT COMPANIES 


Mr. Chairman and members of the committee, my name is Stephen A. Calder. 
I am a builder and land developer headquartered at Fort Lauderdale, Fla. 

I also serve as vice president and a member of the board of directors of 
the Southeastern Investment Co. of Florida, Inc., a small business investment 
company which has received its notice to proceed from SBA. 

I appear before you today in my capacity as vice president of the National 
Association of Small Business Investment Companies, and in the absence of 
Thomas Grant, Jr., president of the association, who asked me to express 
his regret at his inability to be present today. 

On behalf of Mr. Grant and the membership of our association, I want to 
express appreciation to this committee for permitting us this opportunity to 
present our recommendations with respect to legislation dealing with the new 
small business investment program. 

By way of introduction, I should like to note that our association is a nonprofit 
organization whose principal purpose is to further the interests of persons and 
firms operating under the Small Business Investment Act of 1958. Our principal 
goal is to see the new program work and succeed for the benefit of American small 
business and the investors in the new companies. All of the recommendations 
which I shall present today are geared to encouraging the formation and growth 
of the new companies, all to the end of channeling increasingly larger amounts of 
equity capital and long-term financing to small business. 

I shall present our recommendations in capsule form and then will be glad 
to answer any questions you may have with respect to them. 
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First, I refer to Mr. Grant’s letter of March 16, 1959, addressed to Senator 
Proxmire in which our association made the following recommendations: 
1. Provide that the interest rate on funds advanced by SBA to the new 
companies shall not exceed the cost of that money to SBA, or, in the alterna- 
tive, shall not exceed such costs plus an amount sufficient to reimburse SBA 
for overhead expense in administering its funds ; 
2. Authorize SBA to accept subordinated debentures as sole collateral on | 
funds advanced under section 303(b) of the act, the so-called 50-percent loan 
section ; 


3. Authorize SBA to advance funds to the new companies under both sec- { 
tions 302(a) and 303(b) without regard to their ability to obtain such funds 
elsewhere ; Q 
4. Permit small business investment companies to acquire equity interests 
in unincorporated businesses ; t 
5. Permit small business investment companies to participate in the profits 
of unincorporated businesses ; and n 
6. Permit small corporations electing to be taxed as partnerships to issue ir 
their securities to small business investment companies without voiding the b: 
election as provided under existing law. o1 
Mr. Grant’s letter of March 16, 1959, addressed to the chairman of this com- W 
mittee explained the need for the foregoing changes in present law, and therefore, of 
in the interests of conserving the committee’s time, I would like to recommend 
that Mr. Grant’s letter of March 16 be reproduced in the record of this hearing pe 
at this point. m 
You will note that our sixth recommendation, which I have just outlined‘ 
relates to taxes. I recognize that this committee has no legislative responsibility as 
in tax matters, but our association feels strongly that if the Congress is to en- of 
courage the formation and growth of these new companies, the best opportunities un 
for accomplishing these objectives lie in the tax field. We therefore take this op- ley 
portunity to urge the members of this committee and all Members of the Con- ( 
gress to lend their support to recommendations dealing with the tax aspects of Jui 
the new program. of 
In this connection, and continuing with our recommendations, I should like to bee 
call your attention to three additional recommendations of a tax nature which Mr. 
were advanced by this association and which were incorporated in 8. 979, a bill tio 
which was introduced in the Senate on February 6 by the distinguished chairman req. 
of the Senate Select Committee on Small Business, the Honorable John Spark- tion 
man. 8.979 would accomplish the following objectives : suc] 
1. Exempt the new companies from the personal holding company tax I 
under section 541 of the 1954 Internal Revenue Code ; assc 
2. Exempt new companies also from the penalty tax on accumulated earn- neal 
ings and profits under section 531 of the Code ; and Ww 
3. Allow SBIC’s a deduction on 15 percent of the interest received by them ticul 
on long-term loans, the purpose of this provision being to encourage more to a: 
loans by the new companies to unincorporated businesses. Sena 
Our association has also endorsed and is supporting three other recommenda- the 7 
tions in the tax field which were advanced by Mr. Leonard Silverstein, a tax con- done 
sultant retained by the Small Business Administration to study the tax features comy 
of the new small business investment program. Mr. Silverstein’s recommenda- legis) 
tions would accomplish the following : Stron 
1. Permit original investors in the new companies to count payments they SBIC 
receive as a return on their investments rather than as a dividend; Fir 
2. Permit original investors in the new companies to deduct from their study 
current income a certain portion of their investments as a tax-free “loss provi 
reserve”; and comm 
3. Permit SBIC’s to declare capital gain dividends like those now declared SBIC 
by mutual funds. issued 
Our association has two additional recommendations which I would like to Tha 


emphasize here today. 

First, we feel that there is an immediate need for legislation to exempt the new 
companies from the provisions of the Investment Company Act of 1940. It is 
our opinion that the 1940 act was never intended to encompass the activities 
of these new small business investment companies. It is our firm conviction that 
the stringent requirements of the 1940 act and the likelihood of regulation and 
supervision by two different agencies, SEC and SBA, is discouraging many me 


investors who might otherwise be interested in organizing SBIC’s. eas 
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Oddly enough, some of the members of our association who have discussed the 

1940 act and its application to SBIC’s with officials of SEC, report that SEC 
apparently bases its case for jurisdiction over the new companies on the simple 
fact that they are called small business investment companies. Some of our 
members are of the opinion that the deletion of the word “investment” from the 
new program would resolve this problem. 

In any event, we feel that exemption from the Investment Company Act of 
1940 is imperative for the new small business investment companies if they are 
to be organized and operate as the Congress intended. 

I shall not dwell on this subject any longer, inasmuch as other members of our 
association testifying later in these hearings will go into it in some detail. 

Our final recommendation deals with the matter of participation by SBA in 
the lending functions of the new small business investment companies. 

Section 7(a) of the Small Business Act of 1958 provides that SBA may 
make loans “either directly or in cooperation with banks or other lending 
institutions through agreements to participate on an immediate or deferred 
basis.’ Under that section SBA is authorized to advance up to $350,000 
on any one loan with the provision that SBA’s portion of a loan in participation 
with a bank or lending institution not be in excess of 90 percent of the balance 
of the loan outstanding at the time of disbursement. 

One of the critical problems facing the new small business investment com- 
panies is the matter of leverage and liquidity, the problem of finding additional 
money to satisfy the financing requirements of promising small business concerns. 

It is our view that a small business investment company should be regarded 
as a “bank or other lending institution” within the meaning of section 7(a) 
of the Small Business Act of 1958 and that SBA should participate with SBIC’s 
under this section as it does with other banks and lending institutions. The 
leverage and flexibiilty that would thus be afforded SBIC’s is self-evident. 

Our association addressed an inquiry to SBA on this matter on May 28, and on 
June 17 Mr. Read, Deputy Administrator in charge of the investment division 
of SBA, advised that the matter of participation by SBA with SBIC’s had 
been considered by the loan policy board in a meeting on December 15, 1958. 
Mr. Read advised that the board decided at that time to prohibit such participa- 
tion on the principal ground that such participation would “tend to offset the 
requirement of the Small Business Investment Act of 1958 of maximum participa- 
tion by private sources of capital and credit by increasing the dependency of 
such companies on Government funds.” 

I would like to recommend that the exchange of correspondence between our 
association and SBA on this question be incorporated in the record of these 
nearings at this point. 

We submit that the position taken by SBA on the subject is not valid, par- 
ticularly in the light of the new program as it stands today. We are inclined 
to agree with the comment made by Senator Proxmire in his address in the 
Senate on June 15 when he referred to the record of accomplishment under 
the new program as “disappointing.” It is our position that much remains to be 
done to encourage and stimulate the organization and growth of these new 
companies, and certainly participation by SBA with SBIC’s under their present 
legislative authority would go far to accomplish that purpose. We therefore 
strongly recommend that this committee do what it deems necessary to qualify 
SBIC’s to participate with SBA in the new small business investment program. 

Finally, I would just like to say a word about S. 2139, the bill now under 
study by this committee. Our association favors the technical amendments 
provided in that bill and particularly recommends favorable action by this 
committee on section 6 of the bill which would open up the opportunity for 
SBIC’s to acquire not only convertible debentures but other types of securities 


issued by small concerns seeking funds from the new companies. 
Thank you very much. 
























































































































































































SMALL BUSINESS ADMINISTRATION, 
Washington, D.C., June 17, 1959. 


Secretary and General Counsel, National Association of Small Business Invest- 
ment Companies, Washington, D. C. 


Dear Mr. Noone: The question raised in your letter of May 28, 1959, as to 


t opposed the suggestion 
all business investment companies participate with SBA under the pro- 
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visions of section 7(a) of the Small Business Act, as amended, is answered in 
the affirmative. 

The Loan Policy Board composed of the Administrator of SBA, the Secretary 
of the Treasury, and the Secretary of Commerce, in a meeting on December 15, 
1958, considered the question you raised. 

It was recognized that section 7(a) of the Small Business Act, as amended, 
permits SBA to make loans to small business concerns in participation with banks 
or other lending institutions and that small business investment companies, 
licensed under the Small Business Investment Act of 1958, are authorized by 
section 305 of that act to make loans to small business concerns in participation 
with lending institutions. 

However, participation betwen the SBA and SBIC’s is another matter. After 
consideration, it was the decision of the Board to prohibit such participation. To 
rule otherwise would, in the opinion of the Loan Policy Board, tend to offset the 
requirement of the Small Business Investment Act of 1958 of maximum partici- 
pation by private sources of capital and credit by increasing the dependency 
of such companies on Government funds. A consideration of the legislative his- 
tory disclosed that the statutory limitations on the funds available to small 
business investment companies through SBA was intended to prevent such com- 
panies from merely serving as intermediaries in the disbursing of Government 
funds to small-business firms. In addition, the Board was of the opinion that 
the Small Business Investment Act was designed to fill an “institutional gap” 
currently existing in the system of capital and credit available to small business 
concerns. In other words, the Board considered that the long-range purpose was 
to establish a completely new system of small business credit to provide small 
business concerns not only with equity capital but with loans of longer than 10 
years and not within SBA capabilities, a system which would eventually operate 
with decreasing dependency upon the Government. 

As you will recall, this question was discussed at the hearing held on June 8, 
1959, before the Senate Select Committee on Small Business, and Mr. Barnes’ 
remarks included the answer to your question. Senator Sparkman stated that 
he was “substantially in agreement with the statement” made by Mr. Barnes. 

Sincerely yours, 
DUNCAN H. Reap, 
Deputy Administrator, Investment Division. 


NATIONAL ASSOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES, 
May 28, 1959. 
Hon. WENDELL B. BARNES, 
Administrator, Small Business Administration, 
Washington, D.C. 

Dear Mr. Barnes: Section 7(a) of the Small Business Act of 1958 authorizes 
SBA to make loans “either directly or in cooperation with banks or other lend- 
ing institutions through agreements to participate on an immediate or deferred 
basis.” 

We have been advised by members of this association that SBA has objected 
to proposals submitted under the Small Business Investment Act of 1958 wherein 
the proponents proposed to participate with SBA in loans to small business con- 
cerns. The proponents reportedly took the position that their companies, once 
licensed under the Small Business Investment Act of 1958, would qualify as 
“banks or other lending institutions” under section 7(a) of the Small Business 
Act of 1958. 

It would be apreciated if you would advise whether SBA has in fact opposed 
the suggestion that small business investment companies participate with SBA 
under the provisions of section 7(a) of the Small Business Act of 1958. If so, 
would you please advise further as to the basis for your objection? 

This matter is of great interest to the membership of this association, and your 
early response to the questions posed will be greatly appreciated. 


Sincerely yours, 
CHARLES M. Noone, 


Secretary and General Counsel. 
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NATIONAL ASSOCIATION OF 
SMALL BUSINESS INVESTMENT COMPANIES, 
March 16, 1959. 





Hon. WILLIAM PROXMIRE, 

Chairman, Subcommittee on Small Business, 
Committee on Banking and Currency, 

U.S. Senate, Washington, D.C. 


Deak Mr. CHAIRMAN: Our association is becoming increasingly concerned for 
the future of the Small Business Investment Act of 1958. The enactment of 
this legislation by the 85th Congress in August 1958 was greeted enthusiastically 
by literally thousands of investors and small businessmen who saw in the new 
program both an investment opportunity and a new source of financing for 
American small business. In contrast to the early enthusiasm, the Administra- 
tor of the Small Business Administration announced on March 5, more than 
6 months after the signing of the act by the President, that a mere 51 proposals 
to form small business investment companies had been received by SBA. 

Our association has been searching diligently for the reasons underlying the 







































































































L precipitous decline in interest in the new program as indicated by the SBA 

fs statistics. Early this year, our association concluded that certain tax pitfalls 

t inherent in the new program were discouraging many potential investors, and 

t accordingly, we recommended to Senator Sparkman three amendments to the 

5 Internal Revenue Code designed to correct these problems. Senator Sparkman 

3S introduced our proposals in the Senate on February 6, and his bill is designated 

Ls 8. 979. 

Ih Our association is still concerned about two principal features of the new 

10 program as it is presently constituted, namely: (1) The provisions of the present 

te law and more particularly SBA policies with respect to the availability of Gov- 
ernment funds, and (2) the present lack of inducements to small business 

3, investment companies to advance funds to unincorporated businesses. 
es’ Section 302(a) of the act authorizes SBA to advance up to $150,000 to a small 
nat business investment company in order to enable it to make up its initial capital 
and surplus. The act further provides that SBA will accept subordinated 
debenture bonds as collateral for funds so advanced. Section 303(b) of the act 
authorizes SBA to lend additional funds to the new companies up to 50 percent 

t. of their capital and surplus. This section is silent as to the nature of the 
collateral to be received by SBA for these funds, except to state that the 
lending of such funds to the new companies shall be “through the purchase of 
their obligations which shall bear interest at such rate, and contain such other 

terms, as the Administration may fix.” 

9. SBA had adopted what appears to be a very conservative and stringent policy 
with respect to these funds. It has announced that it will charge interest at 
the rate of 5 percent per annum on funds advanced under either section. In 
addition, under section 302(a), SBA has taken the position that it will not 

rizes advance funds in excess of the amount necessary to provide the new company 

lend- with $300,000 initial capital and surplus. With respect to 303(b) funds, SBA 
erred has not announced any policy as to the character of the collateral which it 

will require, nor the nature of the terms it will impose upon companies requesting 
jected — such funds. 

,erein It is clear to us that in authorizing SBA to advance funds to the new 

s col- — companies under both of these sections, Congress had one purpose in mind, 

, once namely to encourage and facilitate the formation and growth of small business 

ify a8 — investment companies. With these objects in mind, our association recom- 

isiness 





mends amendments to the Small Business Investment Act of 1958 to accomplish 
the following purposes: 

(1) Provide that the interest rate on funds advanced by SBA shall not exceed 
the cost of that money to SBA, or in the alternative, shall not exceed such 
cost plus one-half of 1 percent to compensate SBA for overhead expense in 
administering such funds; 


(2) Authorize SBA to accept subordinated debentures as sole collateral on 
funds advanced under section 303(b) ; and 

_ (3) Authorize SBA to advance funds to the new companies under both sec- 
tions up to the limits provided in the law without regard to their ability to obtain 
such funds elsewhere. 

Late in 1958, SBA made it quite clear that it would not encourage companies 
requesting Government funds under the new program. We are certain that 
this policy discouraged many potential investors from going ahead with their 
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plans to organize small business investment companies. More recently, SBA 
has in fact agreed to commit Government funds to certain companies under 
section 302(a) of the act. We hope and expect that this change in SBA policy 
will stimulate interest in the new program, but we feel strongly that additional 
legislation is necessary to encourage the formation and growth of these new 
companies, as envisioned by the Congress. We believe that the proposals for 
amendments to the act as outlined above will go far to supply the needed en- 
couragement to potential investors. 

It is our understanding that the new investment program was designed to 
attract risk capital. All of the special tax benefits offered to potential investors 
are tied to the convertible debentures described under section 304 of the act. 
Such securities can be issued only by corporations. It is generally agreed that 
only 15 percent of the small business entities in this country are incorporated. 
Thus, 85 percent of American small business can participate in the present 
program only under the provisions of section 305 of the act which provides for 
long-term loans. It is clear to us that the great majority of the new small 
business investment companies are going to be concentrating their investments 
in the convertible debentures, and unincorporated businesses, qualifying only 
for the long-term loans, zre going to find themselves not attractive as investment 
vehicles for the new small business investment companies. 

Senator Sparkman’s bill, 8S. 979, to which I have already referred, contains 
one tax provision designed to make the loan features of the Small Business 
Investment Act more attractive as investment securities. It is our strong 
feeling, however, that much more needs to be done to encourage the channeling 
of funds to unincorporated small businesses, and in this connection, we recom- 
mend the following additional legislation : 

(1) Authority for the small business investment companies to acquire equity 
interests in unincorporated businesses ; 

(2) Permission for small business investment companies to participate in the 
profits of unincorporated businesses ; and 

(3) An additional amendment to the 1954 Internal Revenue Code which 
would permit small corporations electing to be taxed as partnerships to issue 
their securities to small business investment companies without voiding the 
election as provided under existing law. 

With respect to the last recommendation, many persons interested in the 
new investment program assumed that, pursuant to the provisions of sub- 
chapter S of the Internal Revenue Code as amended by the 85th Congress, an 
unincorporated business could incorporate, thus enabling it to issue securities 
to a small business investment company, and still elect to be taxed as a part- 
nership. The provision, of subchapter S relating to the election provides that 
the electing corporation must be one having 10 or fewer stockholders, all of 

vhom are individuals or estates. By the terms of the law, the election is 
automatically terminated if a corporation, such as a small business investment 
company, becomes a stockholder in the electing corporation. 

We firmly believe that the foregoing provisions would greatly enhance the 
benefits of the new program for unincorporated small businesses. 

I am informed that your committee plans to hold hearings on the Small Busi- 
ness Investment Act of 1958 in the present session of Congress. On behalf of 
this association, I respectfully request an opportunity to be heard during such 
hearings, at which time I shall be pleased to elaborate on the foregoing recom- 
mendations, 

Sincerely, 
THOMAS GRANT, Jr., President. 


STATEMENT OF BERNARD KOTEEN, SECRETARY, A DIRECTOR, AND 
GENERAL COUNSEL, AND ROBERT S. GREEN, ELECTRONICS 
CAPITAL CORP. 


Senator Proxmire. The last witness this morning will be Mr. Ber 
nard Koteen. Mr. Koteen is the secretary, a director, and general 
counsel of Electronics Capital Corp., San Diego, Calif. Very happy 
to have you here, Mr. Kotten, for many reasons. The principal reason 
is that I understand you are in the largest of the small business invest: 
ment companies and you have given “gre: at heart to those who hope 
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the program is going to catch on in a big way and provide equity 
capital. You specialize largely in electronics? 

Mr. Korrern. That is correct. 

Senator Proxmike. Supposing you proceed. It would be to our con- 
venience if you could summarize your statement and let us insert it 
in the record in its entirety. Do you wish to have the statement put 
in the record ? 

Mr. Korrrn. May I ask this, that I perhaps put it in the record 
here verbatim and perhaps I will hit some of the high spots of it, and 
I will attempt to approach this from a slightly different posture, for 
the reason that I think we are somewhat different in terms of our 
present position from others who have testified before, and it might 
be well 1f in such summarization I try to give a little balance of how 
this program is going. 

Senator Proxmire. Will you identify the gentleman on your right? 

Mr. Korren. The gentleman on my right is Mr. Robert S. Green 
who is in our law firm and has worked on this program. 

Senator Proxmire. All right, then, without objection the statement 
by Mr. Bernard Kotten will be put into the record at the conclusion of 
his presentation. You may proceed. 

Mr. Korgen. May I say, Senator, that in my statement I refer to an 
article by one of our directors and our economic advi iser, Dr. Neil H. 
Jacoby who is a former member of President Eisenhower’s Council of 
Economic Advisers and is dean of the Graduate School of Business 

Administration of the University of California in Los Angeles. The 
title of this article is “Future of Small Business Under the ‘Fourth 
Banking System’,” which Dr. Jacoby in our opinion has proved the 
small business investment company to be, and therefore in the course 
of incorporating my statement in the record I am going to ask permis- 
sion to have Dr. Jacoby’s article a part of the record also. 

Senator Proxmire. Without objection so ordered. It will appear 
with your statement. 

Mr. Koreen. To summarize briefly my statement on behalf of the 
Electronics Capital Corp., we are, as the statement points out, I be- 
lieve, the largest small business investment company now operating 
and the only “such company at the present time to have obtained its 
funds through a public offering to private capital. We now have 
total funds in excess of a net amount of $16.5 million, all on the basis 
of a firm underwriting by an investment banking syndicate headed 
by the banking house of Hayden, Stone & Co. in New York, which is 
a conservative and well-established banking house but here demon- 
strated to the country that Wall Street can be im: uginative and under- 
standing and can interpret a program and do something effective about 
it. 

Most of our funds are in Government bonds today because with 
funds of this magnitude, frankly, we immediately put them into Gov- 
ernment bonds upon the closing’ on June 16 of our underwriting, be- 
cause the interest acc umulating \ would be substantial each day, almost 
$2,000 a day, and we felt this money had better go to work imme- 
diately in terms of our fiduciary obligations to our stockholders while 
we screened through applicants for loans or for the purchase of con- 

vertible debentures and while w e, in turn, examined into prospective 
borrowers. 
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I might further say, in connection with the testimony just past, 
that in order to organize this company we did, of course, comply with 
provisions of the Small Business Investment Act of 1958, the Seeu- 
rities Act of 1933, and the Investment Company Act of 1940, and on 
the basis of that we were licensed by the SBA, made effective by the 
SEC and then went to the public as we would in any public financing, 

I would like to detail a little bit about the background of our com- 
pany, because most SBIC’s have been organized on a rather small 

asis. We feel and felt in terms of organization of our company that 
it would be sounder generally speaking and the mission of SBIC’s 
could be more effectively accomplished 1f you were a company at or 
approaching our magnitude or at least of substantial size, because 
you could do something more than merely lend money or purchase 
convertible debentures or, in the event the legislature is modified as 
the SBA proposes and as we urge, other forms of securities. 

The reason is that in assisting small businesses, and perhaps I 
should largely limit myself to the discussion of electronics businesses 
because this is a vastly expanding area—they need more than money. 
They need management guidance, management services, and I will take 
the liberty in that regard of alluding to the conclusions of Dr. Jacoby 
who really has expressed the views which are held by all of our prin- 
cipals. He points out—and I refer to page 4 of my statement—that 
“given competent management, an SBIC is most likely to succeed if 
it operates on four basic principles: First, it should be large enough 
to get adequate diversification of its portfolio—and I am paraphras- 
ing—Secondly, it needs to have investments large enough so that the 
dollar cost of committing applicants 

Senator Proxmire. May I interrupt on No. 1, if it is all right with 
you? 

Mr. Koreen. Surely. 

Senator Proxmire. This seems to be exactly what your company 
does not have, if by diversification you mean diversification in terms 
of different kind of things. The great strength that I suspect your 
company has is that you have specialized and therefore can bring 
to bear a degree of technical competence and understanding and aware- 

ness of the market and awareness of all kinds of problems that you 
have in this particular industry. Therefore you do not diversify, 
you specialize, or am I misinterpreting what you mean by 
“diversification” ? 

Mr. Koreen. We mean diversification in two senses. By “diversi- 
fication” we mean a large enough volume of commercial commitments 
outstanding so that you have a broader base which, in what is clearly 
a venture capital type of company, gives you greater assurance of 
success. I think that this is in many respects—— 

Senator Proxmire. Entirely within one industry. 

Mr. Koreen. In our case entirely within one industry. It is not ex- 
actly entirely within one industry, to give our technical 1940 act in- 
vestment policy definition. We are limited to investing 66 percent of 
our funds in what are electronic companies. The balance of our 
funds—I am only giving this roughly—may be invested in other com- 
panies which use electronics in significant applications so that we 
do not have a little more spread. You can go into, for example, air- 
craft, although we wouldn’t be investing in aircraft manufacturing 
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as a small business investment company. I might say recently we 
turned down an application to finance a helicopter manufacturer 
because in our judgment a small helicopter company in this country 
will have very little future. But we will have diversification in 
terms of having a broad base. 

You might also say with respect to persons investing in real es- 
tate, do they put all of their money in a single major structure, or 
do they spread it throughout a community or throughout a given 
area or throughout the United States so that they aren’t riding one 
horse. This is our concept of diversification in this regard. The 
specialization we agree with completely for the reasons you have 
pointed out. We are concentrating in the electronics field because 
our principal technical know-how is in that field—we felt that in 
electronics there are many companies, young companies organized 
by people who perhaps had good creative ideas, who had a lot of 
entrepreneurship and eagerness to develop their own business; and 
as I think Dr. Jacoby says individual entrepreneurship is not on 
the decline in the United States. There are a net of some 50,000 
businesses a year added to our economy and we felt that these people 
have three basic needs. The simplest one to define is capital, work- 
ing capital, capital for expansion of plant, and so on. The second 
basic need they have perhaps is financial know-how and financial 
guidance, because, generally speaking, people are organizing in, let 
us say, young electronics companies and want to go into business 
with them and given adequate development and production facilities 
could make a very significant impact on the electronics market. But 
they don’t have financial know-how, generally speaking. 

Thirdly, they need management know-how and management serv- 
ices. And that is why we are diversifying in terms of the number of 
companies in which we invest and at the same time largely specializ- 
ing in a field where we can make these other contributions. We think 
this is the best way to safeguard an investment. We think, in fact, 
this is fundamentally a fourth banking system in the United States, 
and a banking system desired for a specialized need, namely, small 
business. The conventional commercial banks certainly don’t have the 
technical background to invest in a small electronics company, if I 
may stick to our field, to know what its prospects are ,to know whether 
its product, if it is something like transitors, is a product which may 
catch the public eye in the Wall Street Journal but which may be a 
product which is already obsolete in technology or for which there is 
already substantial facilities. A commercial bank cannot make these 
determintions, 

The other two banking systems to which we alluded are the Federal 
land banking system and the house banking, the housing and home 
finance system. And we think it takes a large corporation, if you con- 
sider ourselves large, in order to have sufficient technical knowledge 
within its organization to go into this type of venture capital 
investment. 

Now, that is the reason why we have organized Electronics Capital 
Corp. as we did, and I think in the course of answering your question 
I have covered the four basic reasons as set forth in my pre- 
pared statement and in Dr. Jacoby’s article on this subject. You 
may note in our prepared statement that within our board and in our 
management we do have people who give—— 
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Senator Proxmire. Let me ask you a question on No. 4. 

Mr. Koreen. Right. 

Senator Proxmire. You talk about specialization in a particular 
industry, which adds up and makes a lot of sense. Then you say spe- 
cialization in a particular geographic region, which is truly excellent. 
Do you think that is as likely to be as relevant / 

Mr. Koreen. We think not. This is the reason we are a national 
organization. We think that the geographic area offers a great deal 
of opportunity, don’t misunderstand me. We don’t think you have 
to be a national firm, and we think that that is another form of spe- 
cialization, specializing in a given geographic area, which does create 
opportunities because people know other people in the area, they know 
their qualifications, and so on. Just as for example, our principals 
know many of the electronics engineers in the United States, know 
many electronics companies whic +h are subcontracting to smaller com- 
panies. They know cost factors. They know what the ratio should 
be between total price and, let us say, a combination of labor and mate- 
rials in the manufacturing of electronics equipment or what a proper 
ratio should be in research and development of electronics, and so on, 
Conversely, as for example, in the preceding presentation if you were 
investing in the Fort Lauderdale area, south Florida area, I would 
assume that knowing the people in that area would go a long way 
toward knowing the soundness of the investment. I believe that is the 
context in which we refer to it in these alternative ways. 

Senator Proxmire. Yes, good. That is true, and I think that makes 
it a very interesting contrast. We have both views, one following the 
other. The centleman from Fort Lauderdale had specialization in 
an area where they understood the people in the area, the problems, 
the labor situation as well as transportation, and so forth. You have 
a national approach but specialize in the electronics industry. 

Mr. Korren. That is right, and actually, the two types of spec ializa- 
tion perhaps are not too far apart with modern transportation and 
telephone, and so forth. I may say in many respects our people know 
the electronics industry on a broad basis just as other people who may 
be leading citizens in the financial business know the people in their 
area. That is why in the organization of our company you will note 
that our president, Mr. § Salik, is a graduate electronics engineer, our 
executive vice president, Mr. § Silberman took a small electronics com- 

yany of some 40 or 50 employees and now has over 800. We have Dr. 
Petiit, who is dean of the School of Engineering at Stanford as one 

of our directors and a technical consultant on the electronics side, 
we have Dr. Jacoby on the financial side, we have people with manu- 
facturing experience and so we think we cover the various facets of 
our particular speci ialization for a nationwide company. One of our 
directors is Mr. Coyle who is a partner in Hayden, Stone & Co., and 
a member of the New York Stock Exchange. We think he lends us 
strength on the financial side also. 

To: go on insummarizing my statement, as I have already indicated, 
in addition to providing capital we propose to provide a growing man- 
agement advisory service, and the reason for this I think Ihave already 
expressed ; similarly, we propose to have a group development plan, 
as set forth in our filings with the SBA and SEC. A considerable 
amount of electronics work is in the defense area. In the defense area 
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you frequently find an inability of a small electronics company to com- 
pete with the larger electronics company in bidding for defense con- 
tracts. They don't have integrated operations 


Senator Proxmire. I imagine it would be very helpful in those 
ways. 





Mr. Korren. I think so, and we propose to help integrate companies 
for the purpose of making competitive bids or negotiating a competi- 
tive contract with a defense establishment. We can assure ability to 
perform, we can make a commitment of, say $1 million to show that 
they will have a working capital. We can with our broader view, 
particularly gained through rendering management services, be in a 
position to ‘know what groups of companies complement each other in 
their operations so as to participate in this way. 

It is for these reasons that we feel that our specialized company 
could be particularly helpful. 

I have given the background, I might say, of our company, because 
I think it is somewhat different. I think it may lend an additional 
perspective to a consideration of an SBIC. The fact that you are 
lending to small business concerns does not mean that you have to be 
asmall business concern. We think there is room for small SBIC’s. 
We think in terms of our so-called fourth banking system the large 
SBIC’s can accomplish that and we can do it imaginatively, creative- 
ly, and perhaps differently from the way commercial banks have done 
and in fact certainly differently, because they necessarily don’t have 
the fine points, the understanding or the orientation to go into this 
type of venture capital loan, assuming they have the authority. 

Now, let me deal with the proposed legislation in brief and with- 
out burdening this subcommittee. 

Senator Proxmire. I think in the interest if time, if it is all right 
with you, your comments being in the record on that, 
you questions. 
go ahead. 

Mr. Korren. No, I think this proposed legislation has been sup- 
ported by everyone. We, too, support it. We even support the per- 
sonal holding company exemption proposal. Even though it has no 
effect on a company of our size, we think it is healthy for the estab- 
lishment of SBIC’s. 

Senator Proxmire. Also exemption from the 1940 act ? 

Mr. Korren. Let me talk about that a bit. 

Senator Proxmire. All right. 


Mr. Korren. As I pointed out in the conclusion of my statement, 
our experience with both the SBA and the SEC has been a hearten- 
ing one. Each of those agencies approached the problems we had 
in there, novel problems, in what I consider a very constructive and 
helpful way. They showed a considerable understanding of what 
we were up against and, I think, with complete consistency with 
their obligations to protect the public interest, and each had a dif- 
ferent thrust in that regard, in SEC they had two different thrusts. 
One is the disclosure statute, the 1933 act, and the other is a regulator Vv 
statute, the 1940 act. 

It took us about 35 days from the time we filed with the SEC until 
the time we became effective. That is a little slower than the normal 
corporation seeking a public offering. It is ,ot too much slower 
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than a corporation seeking a public offering under the 1933 act which 
was also a registered investment company under the 1940 act, and 
when you couple with this the fact that we were the first SBIC 
to come out with a public offering authorization I think the per- 
formance was pretty remarkable. We either were made to toe the 
mark very closely, which is perfectly satisfactory with us—we are 
a public company, we do have publicly raised private equity and 
have to fulfill our fiduciary responsibilities to our investors which, 
too, is something which is quite properly required. There is no ques- 
tion that there was a certain duplication of functions. Whether you 
can come up with a statute of perfection I don’t know. It would 
seem to me that in all likelihood if the full responsibility is to re- 
side in a single agency, as occurs, for example, m certain instances 
with the ICC, where the SEC steps away, it should be in the agency 
of primary jurisdiction which would be the SBA. 
ut I couldn’t properly say that based upon our experience which 
is really largely an organizational experience today, the burdensome- 
ness of complying with three statutes administered by two Government 
agencies is extraordinary or particularly unreasonable. When in oper- 
ating practice it develops that reporting to two agencies, meeting 
their needs, becomes overly cumbersome and burdensome and ends 
up in inhibiting us to the detriment of small business in which we 
invest and to our stockholders without any particular gains to the 
ublic, then we would come forward and recommend changes in legis- 
lation which our experience demonstrated might be desirable. 

Senator Proxmire. Is this opportunity you have seen in electronics 
unique, or are there similar opportunities in other industries? Let 
me put it this way: Obviously, it would not be completely unique, 
but is this kind of an opportunity confined to these industries in which 
technological advances are extremely rapid, in which a high degree 
of technical know-how, and so forth, is required? The advantages you 
describe are very compelling and persuasive, and I was just wondering 
if you can apply this to industries that are more mature? 

Mr. Koreen. It is true that we may have preempted the best field. 
We think so, or we wouldn’t have organized in that field. And that 
is the reason we think we are in very good shape indeed in this fast 
expanding field which has gone from perhaps a $500 million 10 years 
ago to a $13 billion industry today, and it is increasing geometrically 
rather than arithmetically in its development. 

And also I must confess that it is easier to have a small electronics 
company and make a go of it than it is to have small companies in 
other fields. This is a rough generalization, of course, because a small 
electronics company can move pretty quickly into a big electronics 
company or to a very successful small electronics company. This is 
what has encouraged us and made us feel when we went forward to 
the vn for funds we had something to offer them which was 
sound. 

For example, let us assume that we were to invest a quarter of 8 
million dollars in five small electronics companies. Let us assume 
that, as Dr. Jacoby points out and we agree, the extent of mortality 
in these companies, as in any small company, can be fairly high in 
ratio. Even so, the floor of our losses must necessarily be our capital 
commitment, a quarter of a million dollars. If one out of five of 
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those companies is sound and successful, the ratio of its increase 










































































of the value of our equity position upon conversion of our debentures 
Y on the statistical record will far more than compensate for the four 
. Jemons in our portfolio. 
. As you may know, electronics companies can grow very rapidly— 
3 there is a little one in Alexandria that offered stock at a dollar in the 
i last 2 years that is selling at $15 to $19 today. This is not atypical. 
; There are some which make our eyebrows go up, and we would look 
‘ for sounder values. 
a Senator Proxmire. You did not mean to indicate you were pre- 
d empting the field in view of your fantastic sales. You say of the 4,700 
. or more electronics companies in the United States today, over 4,000 
2 are believed by your corporation to be small business concerns under 
Cy SBA. So this 1s a great field which needs very substantial capital. 
It is clear that there will be opportunity for other people to come in 
. and do the same thing. 
. Mr. Koren. Oh, yes. This, of course, in a way, too—I am glad you 
= pointed that out, Senator—meets your question about diversification in 
= investments. There is a broad base for investment in the electronics 
ng field. Actually, in the event we were to go forward as is permitted 
is under the present statute borrowing on a four-for-one ratio, we would 
we be in excess of a $75 million corporation. I might point out we have 
the not asked for any Government funds and have no early expectations 
a, of doing it. 
. _ Senator Proxmire. Will you be a holding company, or will you get 
nicg | mand out? 
Let Mr. Korren. Holding company in what regard ? 
jue, Senator Proxmire. Holding company in the sense of, No. 1, would 
nich | YOu expect to acquire more than one-half of the ownership capital 
vree | 2 these companies ? 
you Mr. Koreen. As our prospectus points out in this regard—and if 
ring | You would care to have a copy of our prospectus, we can furnish it. 
Senator Proxmire. I would like to have that. 
‘eld. Mr. Korren. We have, in our license application before the SBA, 
that | Said that generally speaking we wouldn’t invest for purposes of obtain- 
fast | mgcontrol. In certain situations—and it is difficult to anticipate what 
rears | they will be, but certainly in volatile situations which are particularly 
cally | Speculative, such as, let us say, the supporting of an invention in which 
“ | all the inventor has is a patent and some good ideas but which we 
onies | think has great potential, we may supply all the capital and be in a 
es in | holding company position. We are not precluded from doing that; it 
small | May not be our principal purpose ; it may come to pass. 
ones Senator Proxmire. What would be the cost to small business of 
his is | Your capital financing, through debentures, of course? What interest 





rate, roughly ? 

Mr. Koreen. Well, of course, I guess the simple answer to it would 
ba id the interest rate in the market place was wherever we were 
ending. 

 E Proxmire. Have you had enough experience to say? I 
know it is all brand new. 

Mr. Koreen. No, we estimate that our maximum interest, normally 
speaking, would be perhaps 10 percent in unusually speculative posi- 
tions. It would even vary from place to place in the country. As you 
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well know, the interest rate in New England is far lower than the in- 
terest rate in California, and we would be controlled by the interest 
rate of the market place. We would, of course, not be usurious. We 
would comply with all the usury statutes of the various jurisdictions 
and in our license applications to the SBA we pointed out that we 
might in certain circumstances even go as high as 12 percent on a 
particularly speculative section, bearing in mind that we are not doing 
what commercial banks do, which is generally give these companies, 
desperately needing long-term crec lits, some short-term credits, which 
is like giving a pilot just enough gas to get beyond the point of no re- 
turn. This we do not plan to do. But ifa company we lend money to 
at, say, 6 or 8 percent is foundering, if in our sound judgment it ap- 
peared we could give them an implementing loan that would bail them 
out and protect our investment, which of course i8 our first responsi- 
bility to our public stockholder, that might be at a slightly higher per- 
cent with perhaps a balloon interest payment so that we didn’t give 
the money and take it back. 

Senator Proxmirer. From what you have said, I assume you are not 
really getting in and out; if it is one of the five in the example that 
you gave, you want to stick with it and ride with it and benefit. 

Mr. Koreen. Certainly ride with it; perhaps ride with it to the 
point where it becomes a public issue when it gets a greater mar- 
ketability. While we support and strongly support the proposals 
that there be different types of loans than merely convertible deben- 
tures and straight-loan loans, we would want to go along with it, 
gentlemen. We don’t want to be in and out, because being in and out 
raises the cost of the investment. The cost of committing your money is 
too high. 

Senator Proxmme. It seems to me we have, again, this very in- 
teresting suggestion that a bank, for good reasons, would want to get 
in and out. Their problem is to supply capital for a period of time 
for a customer who has particular problems until they get him to a 
position where he can get capital perhaps in another way. You, on 
the other hand, are in for an investment—a permanent investment. 

Mr. Korren. We are in really for an equity position on a long- 
term basis. I might mention that we have had, I would estimate, over 
$5 million worth of bank loans offered to us, not money the banks 

wanted to loan to us, but loans that the banks wanted us to take off 
their hands. 

Senator Proxmire. Apropos of the statement you made regarding 
a typical situation where a couple of competent electronics engineers 
wanted to go in business for themselves with a new product. Would 
you expect “to supply capital for new companies which have not been 
established in any way, as distinguished from existing companies? 

Mr. Korreen. Yes, we would. We would certainly expect to do that. 
We think that within our organization we have enough technological 
and management and financi al know-how to be able to determine what 
the prospects of this new company would be. If we supply capital to 
a new company, the likelihood of our taking a stronger position with 
a greater equity potential would be gre eater, and I suppose the rate 
of interest would be higher because the company would obviously 
have no financial history. 
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But we made the major jump when we organized a venture capital 
company, and if a new company looks as if it has good potential, let 
us say, it is going into a production which we are satisfied will be 
greatly in demand, which we think some of the larger electronics 
comp anies will acquire by subcontracting or by purchase because they 
are too institutional to move fast enough to get into the field, or 
it may be too small a product. in terms ‘of their overall program to 
make it justifiable for them to set up production, in these situations 
surely we are going into new companies. 

Senator Proxmire. Why do you not go ahead ? 

Senator Muskie. I have just one question, Mr. Koteen, and this is 
by way of observation as much as a question. This is a new field, as 
you pointed out. As you begin to acquire in your portfolio that 
holding company position that controlled a number of successful 
small electronics companies, are you not likely to be tempted to stay 
there and become largely a holding company operation than a small 
business investment company ? The temptation would be great, would 
it not ¢ 

Mr. Korren. Well, Senator, we can run it either way. I heard a 
previous witness say that when you have got all your capital com- 
mitted, your staff, you know, just might have nothing to do but sit 
back. First, we propose—and perhaps we are not unique but in a 
rather specialized position—to offer a great deal of management 
services. 

Senator Muskie. Of course, those services will be very useful to 
you if you have a portfolio full of all these things in running your 
own operations. 

Mr. Korren. Essential to protect our investment. 

Generally speaking, if a company develops, at least in the electronics 
field, to a given point, it will go public. After it goes public, it will 
be volatile for a while, and it ought to stabilize and level off. We 
would think we would be releasing our position in a company after 
that period, which might be 5 years or might be 8 years or might be 
30 years—we cannot tell, it varies with the individual company—and 
then use our capital which we get back in accordance with our initial 
corporate purpose in other sm: all businesses. We don’t propose to sit 
there with a lot of funds in publicly held corporations. 

I might say that our principals are also principals, certain of them, 
in an open- -end mutual fund called the Electronics Investment Corp. 
This is a complementary type of corporation, because what it can 
invest in the SBIC cannot. It can invest only in publicly held corpo- 
rations with a 3-year experience, and so on. The mutual fund now 
has something over $29 million in it. It started with less than 10, 
and it has only been in existence a few years. We won't take too 
much credit. for imaginative investing, because the stock market has 
been good, especially in the so-called clamor industries. But we get a 
lot of experience in large companies and while we are not going to be 
taking securities out of the small business investment company into 
the mutual fund, we will just disgorge them to the public. That type 
of a plan is more for a mutual fund, which is not an investment capital 


fund at all, but on the other hand, it is conservative fiduciary, a widow- 
and-orphans fund. 
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I might say the net asset value of the stock of anyone who has in- 
vested in our mutual fund in the last 14 months has increased more 
than 80 percent, so we think our stockholders have not been harmed 
in that particular venture. 

Senator Muskie. I would think your stockholders would never be 
harmed. 

Senator Proxmire. This is the question I wanted to ask you. This 
is mighty encouraging and I am delighted to see it, and the other 
Senators and Congressmen will be delighted to hear about it ; that it is 
taking place. It is exactly the kind of thing we had in mind, much 
bigger and more extensive than we thought this might develop into, 

Would you expect other public issues of this kind by other firms? 
Do you have any knowledge of anyone who is considering it? 

Mr. Korren. Yes, I would expect other public issues. Some of 
them were filed before us. I know one or two that have b-en kicking 
around the SEC for some time, filed before us. I think perhaps we 
put a little more initial sweat into ours and as a result raised fewer 
problems. I mean, we were able to go right forward. I am not 
sounding modest, so I will drop it there. 

But there is one, for example, being organized today also on the 
west coast called Imperial Small Business Investment Co., which I 
understand will be going public before too long. There is another 
one down in SEC which has been organized. It is an SEC proposal 
which we were naturally curious about. 

Senator Musxr. I am curious to know how that “Imperial” got in 
that title. 

Mr. Koreen. I trust it is from the Imperial Valley; it is not a word 
of arrogance. And I will say that at the SEC we are told—and we 
are over there a great deal, because we had a common problem, just as 
we were over at the SBA even more and, I should say, got real under- 
standing cooperation at the SBA, although they were very strict with 
us on such matters as the question of the holding company. The SBA 
made awfully sure that they narrowed us down on the question of 
whether we were going to become a holding company before we cleared 
through and became licensed, and in many respects it was sort of 
amusing. A lot of SBA people are oriented in SEC work and they 
could reconcile their responsibilities with those of the SEC. The 
SBA people might say, “We don’t know whether we are going to go 
along with that, but you are going to run under the 1940 act anyway,” 
and I would reply, “I will take it up with our directors and see if 
our corporate purpose can live with these two statutes,” and we came 
back and finally got it all worked out. And actually the SEC orienta- 
tion of some of the people in SBA proved very helpful in expediting 
our forward movement. 

At the SEC we were told that our particular registration statement 
had commanded more interest than any registration statement they 
had had before them for apparently a year or more, that there were 
half a dozen or more people a day looking at it, having it photostated. 
We, ourselves, were getting calls for copies of it, and apparently it 
engendered a great deal of interest. The SEC thought it was the most 
active registration statement in terms of interest by others that they 
had had at the Commission at the time. 
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Senator Proxmire. How long will it be before you feel that you 
have a record of experience which would provide encouragement to 
others to get into this?’ There obviously are not too many now. The 
idea is brandnew and people can see it and look at the prospectus, but 
you have no results today ? 

Mr. Korren. No; we have no meaningful results today. We can 
encourage others only in terms of the fact, first, that it is possible to 
get what we consider working companies which can operate practically 
and effectively within the requirements of the Small Business Invest- 
ment Act of 1958 and the 1933 and 1940 acts that the SEC administers, 
that the public has sufficient confidence in this so that I might say we 
started with a proposed $12 million public offering. Haden, Stone & 
Co. said that it would be insufficient to meet potential demand. We 
finally had an $18 million public offering, and we could have had a 
$25 million public offering, but we felt we didn’t want to go for more 
funds; we felt that $16.5 million would be an adequate working capital. 
If there were demand for more, we could either go to banking institu- 
tions or again to the public or finally even to the Government, because 
I suppose we are in a position to go to the SBA and ask for $8 million. 

Senator Proxmire. You now have most of this in Government obli- 
gations. You have not yet begun to make a substantial number of 
small business investments. You would expect to have most of them 
committed perhaps in the next 2 or 3 or 4 years the way you proceed; 
or would it be faster than that ? 

Mr. Korreen. Oh, yes; it would be faster than that, because we are 
not going to make too many small loans. 

Senator Proxmire. The reason I am pressing on this is that there is 
nothing more encouraging to the development of what we hope this 
legislation makes possible than success. On the other hand, we want 
to make this thing advance as fast as we can. We are disappointed 
that there are only 15 so far. It is running smaller than we hoped it 
would. That is one of the reasons why we are so seriously considering 
modification. 

I know that you recommend all these modifications. You are en- 
couraging us to proceed, because you see no significant loopholes or 
anything of that kind in them. 

Mr. Korren. No; I don’t. 

Senator Proxmire. Do you feel that if we proceeded with the rec- 
ommendations that are before us that that will pretty much solve the 
problem and enable this thing to move ahead rapidly ? 

Mr. Koreen. It is obviously a form of speculation on my part, as 
it must be in any legislation, but we certainly feel that would be the 
case. There are certain of these things, as, for example, the personal 
holding company proposal that would be of no benefit for us whatso- 
ever, but obviously would be to others, and is sound. I perhaps can 
take a slightly statesmanlike position, in view of the fact it has no 
impact on us one way or the other and say certainly what they pro- 
pose should be accomplished in consideration—and 1 don’t propose to 
speak as a tax authority; as a matter of fact, we have tax counsel—in 
the event personal holding company exemption is permitted, which we 
certainly think it should be, that, in turn—and I think the Treasury 
Department insists upon this anyway—there be considerable care 
given to the collapsible corporations provisions particularly applying. 
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Senator Proxmtre. Do you have any thoughts on the problems of 
small unincorporated companies that obv iously need capital? Perhaps 
in the electronics field there would be quite a few ? 

Mr. Korren. Right, little partnerships are involved. 

Senator Proxmire. Would you encourage them to incorporate, or 
insist that they incorporate ? 

Mr. Korren. No; we wouldn’t insist upon their incorporating at all. 
We might make a provision whereby if we were to buy debentures we 
would have a right to compel them to conform and to incorporate even 
in a situation where they would want to be partners. 

Senator Proxmier. A great deal of flexibility i in the law is provided 
in the kind of investments SBIC can make in small business properties, 

Mr. Korreen. This would help the problem considerably and _ also 
in terms of unincorporated business organization, the proposed tax 
relief of the 15 percent of interest payments being exempted, we did 
think that sounded all right just to put them in balance, to make the 
difference up between the 85 and 100 percent dividends-received 
credit of incorporated organizations. 

Senator Proxmire. You would not want to be a partner? 

Mr. Koreen. We? I don’t think so. I might say that in terms of 
your question about interest of others in something of this magnitude, 
our law office has been approached to organize a publicly held corpora- 
tion on a national basis in another speci ialized field by very substantial 
people who have eminent qualifications in their field: ‘Whether we 
will go forward, we don’t know. 

We have asked them to consider carefully before they, themselves, 
went forward, whether the field had the breadth and whether or not 
small business in this particular field about which we have no technical 
knowledge at all would in fact. be a healthy business organization, be- 
cause we took a look at some of the Department of Commerce figures, 
and it appeared that there are very few small businesses, compara- 
tively, in this field, which is one particular field. But we were asked 
to organize another in the electronics field which we turned down be- 
cause we considered it would be a conflict of interests. I happened to 
be an officer and director of this organization, too, so that was a further 
prohibition. 

Senator Proxmire. Any further questions? 

Senator Muskie. Just one observation, Mr. Koteen. You appar- 
ently had your potential borrowers pretty well lined up before you 
organized. 

Mr. Koreen. Potential borrowers? No, we didn’t. We talked with 
a number of companies. I was at a board of directors meeting in San 
Diego last Thursday, and we have an entire loan flow chart. system, 
financial committee and all the rest. The directors have to approve 
loans over a certain magnitude. We have a carefully spelled out 
form—we don’t want to get too institutional, nevertheless, we feel we 
need a certain amount of regularization—of how you evaluate the 
joan risk and the business potential of an applicant. We have an 
entire product classification for all electronics equipment. We have 
forms of debentures and appraisal and consultant contracts for the 
various companies, and we Save a list of interested companies. Some 
we have solicited, some have come to us unsolicited. 
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Senator Proxmire. I was going to ask about that. You solicit? 
Mr. Koreren. Oh, yes, absolutely, if we think there is a healthy 
young company 
ae >ROXMIRE. Do you have people full time on that job? 
Mr. Korrrn. Oh, yes. Weare developing our staff. We have some 
people full time, and we e will have more as we goalong. We have al- 
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all, | ready taken on a full-time economist with a Ph. D. in economics. We 
we | have another economist who is consultant to the organization for 
ven | development of small businesses in Puerto Rico and from the State 





of Vermont who is consultant to Greater Burlington development. 














ded | We have people experienced in the electronics field, i in management, 
jeg, | and we propose to continue expanding, and we are looking actively 
also | for small businesses, because we think some of our best potentials will 
tax | bein companies that don’t come to us at all. 

did Senator Muskie. What size loan will you be interested in? 

the Mr. Koren. Generally speaking, I would think that our average 
‘ved | loan would run in the $200,000 to $300,000 area, some of them in the 





magnitude of a half a million. Any loan over $250,000 will need 
approval of our full board of directors. We may, in rare instances, 







s of | make loans of as low as $25,000 or $50,000. We would not normally 
ude, | do so, because the cost of investigating that loan may be prohibitive. 























ora- | We would, if it were something easily understandable to us. We may 
ntial | make loans as large as $1 million, if we are satisfied they are justified. 
> we Senator Proxmire. This last point you make is extremely significant 
tome, because it indicates that it is really the middle-sized or at least 
Ives, | the lower middle-sized company which is going to get the benefit to a 
not} great extent. Maybe that 1s essential. But one of the deep concerns 
nical of our committee is that re ally small business, the business that needs 
, be | $25,000 or $50,000, is having trouble getting long-term capital. It 
ures, | may be that the bank small business investment company operation is 

yara- | about the only way this can be done effectively. 
sked I am not in any way attempting to modify what I think is a mar- 
n be- | Velous operation of yours, but it does seem to have limitations in that 
ed to} you are concerned with a bigger operation than the really small elec- 
rther | tronics company of one or two electronics engineers, a little outfit that 

would probably be interested in smaller business. 
Mr. Korrren. No; let me clarify my testimony. 
ppar- | Senator Proxmire. Of the 4,700, in other words, that are listed here, 
> you} it is hard to estimate without exact statistics, but I should think per- 
‘ haps two-thirds or three-quarters would be in the $25,000 to $50,000 
with | market. 

1 San Mr. Korren. If I can refine my testimony, Senator, it might be 
‘stem, } clearer. When I say “make loans,” and give the approximate magni- 
prove tude of those loans, I am talking in terms of full loan commitment. I 
d out} am not talking about the amount of cash that we make available at the 
xe] we } Outset, because obviously one of the major problems for the develop- 
-e the | ment of small business in dealing with commercial banks is being sure 
ve an} they have followup credits, particularly if they were exp: inding : small 
, have | businesses, and I don’t think you can lend somebody $25,000 and walk 









br the} away from it. If he is going to develop as we would hope he would de- 
velop, and if we thought that it was just going to continue to be a two- 
man operation for 20 years, we would say that there is no point in our 


being involved. We can’t bother with management services; he 
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couldn’t stand the overhead of them. But if he has a potential for 
expanding and, if you will, increasing the tax base of our economy and 
increasing the stability of our economy, then we would deal with him 
in terms of a loan commitment where the commitment might be a 
quarter of a million dollars, but the initial cash outlay might be 
$40,000 or $25,000 with him having a call on us for credits provided he 
meets certain performances. 

Senator Proxmire. That is avery good answer. 

Mr. Korren. So that I don’t think we are too far apart in terms 
of dollar values, and we might even make smaller loans if the investi- 
gation of them, the servicing of them, the management of them proved 
not to be too great an overhead item. Banks have come forward and 
they will lend him so much, and then when he is really in trouble, he is 
stuck. We think we are looking forward when we make a loan com- 
mitment and when he fails—and it is a matter of semantics—he is not 
in trouble, he just needs more money, which is a healthy sign if he 
needs more. 

Senator Musxrr. Is that not one of the things that can help small 
business to expand into bigger business? 

Mr. Korren. We think the natural development in the program will 
be that. The question as to what is small and what is big is a matter 
of judgment. We are not thinking in terms of taking two-man opera- 
tions which in 5 years will have a thousand employees, but we are 
thinking in terms of the fact that any small business in the manufac- 
turing field or in the research or development field for that matter, has 
to expand somewhat. There is no such thing as being static in a small 
business; in that concept, being static means retrogression. 

Senator Musxre. I cannot resist making the observation that your 
undertaking is sufficiently attractive that you did not need the legisla- 
tion at all. 

Mr. Korren. Well, we considered carefully whether we wanted to 
qualify under it. The tax benefits we thought were sound. The 
necessity of submitting to Government legislation we found undisturb- 
ing, and therefore we thought it would be advantageous in the long 
run to be a small business investment company, and we are pleas 
with that judgment, because we found that in organizing it, while 
there were lots of unforeseen problems, they were all resolved with 
the cooperation of the SBA, and we are very pleased that we did 
organize as a small business investment company. 

wom Proxmire. Did your becoming a small business investment 
company help you tosell your securities? 

Mr. Koreen. I haven’t the answer, because the sale of the securities 
was something entirely within the area of the underwriter. 

Senator Proxmire. You said there was a tremendous interest in this 
with respect to this photostated application, and so forth, and people 
were-— 

Mr. Koreen. Oh, yes. I will tell you what helped sell our securi- 
ties are two things, as I understand it, and I am neither counsel 
for the underwriter nor did we have anything to do with the sale 
of our securities. We had a firm underwriting with a first-rate 
banking house. You sort of breathe easily and let them worry 
about selling securities. Naturally, we were anxious that the sale 
be successful. 
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Two things, I think, which sold our securities were the venture 
capital concept where for the first time we thought a small investor 
who was interested in what we clearly spelled out at the top of our 
prospectus was a speculative issue, would have the opportunity for 
a growth position on a diversified basis in an attractive field. This 
was the primary basis upon which these securities were sold. 

The second basis would be the tax advantages now in effect. It 
is true the tax advantages are sort of negative as now written. They 
are most attractive when you lose money. But take, for example, 
the tax advantage to the corporation. 

Senator Proxmire. As you say in the example you gave of the five 











ind F electronics companies, if four of them lose money, the tax advantage 
eis | issubstantial, evidently. 
om- 





Mr. Korren. That would be, in our case, particularly on the four 
that lost money, assuming we had a substantial income in the other, 
we could write off our capital loss and sit with our capital gain 
intact. Then if we turn around and qualify as a regulated invest- 
ment company in addition, we surrender the 100 percent dividends- 
received credit but in turn get capital gains advantages there which 
are significant tax advantages. I think if you are going to encourage 
more companies in this field, particularly those who perhaps don’t 
have what we consider an attractive area of operation, these tax ad- 
vantages as proposed should be made available to companies that are 












fac- | going to be of our magnitude and they would be more significant to 
has | smaller SBIC’s. 





Senator Proxmire. Thank you very much for the excellent testi- 
mony. I think it has been a fine day. All the witnesses have been 
remarkably helpful. Thank you very much. It is mighty heart- 
ening to this committee to find that you are proceeding the large 
way you are. Obviously, the size of your concern indicates that 
you are going to be able to provide equity capital for a relatively 
arge number of small businesses, despite the fact you are just one 











urb- company. And that is exactly the purpose of this legislation. 

long Mr. Korren. I might add in response to that, and in response to 
ast the question you raised earlier, that in terms of the long view of 
we our responsibility to our stockholders, which I suppose is greater 


than our responsibility to make SBIC’s look attractive, the form of 
investment we make may not come out as we wish it in some instances 
for several years, so we don’t think in the next few months we are 
going to have the kind of track record which is going to stimulate 
a great deal of interest. 

Senator Proxmire. That isa good caution. 

Mr. Korreen. We won't be shortsighted, and that is why we think 
this proposed legislation is important if you are going to get this 
program moving at a faster pace. I don’t think that the present 
rate of the program should be too discouraging. It is the sort of 
thing which on first blush arouses a lot of enthusiasm and people 
look into it and they realize they have to do a job, and some sort 
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7 of cool off and walk away. And I think you are in a lull position 
rate} from which the SBIC program will come out and greatly accelerate. 
va But I think if it is to have the impetus it needs to accomplish the 





congressional purpose of helping small businesses, the proposed legis- 
lation is highly desirable. 
Senator Proxmire. Thank you very much. 
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My name is Bernard Koteen. I am secretary, a director, and general counsel 
of Electronics Capital Corp., a small business investment company, and a part- 
ner in Koteen & Burt, a law firm here in Washington. 

Before expressing views on behalf of Electronics Capital Corp. with respect 
to the so-called Saltonstall bill and other proposed legislation designed to imple- 
ment the congressional intent to aid small business, I shall undertake briefly 
to outline the nature and background of Electronics Capital Corp. to make 
available a perspective with which to evaluate its views and because this com- 
mittee may be particularly interested in the development of this very sub- 
stantial corporation under existing legislation. 

Electronics Capital Corp. is, I believe, the largest of the small business invest- 
ment companies now operating and the only such company to obtain its capital 
through a nationwide public offering of its stock. On June 8, 1959, an $18 mil- 
lion offering of the stock of Electronics Capital Corp. was made to the public 
through an underwriting on a firm-commitment basis by an investment banking 
syndicate headed by Hayden, Stone & Co., of New York. This offering has been 
successfully completed, and Electronics Capital Corp. is now in operation with 
an initial working capital of some $1614 million, all of these funds being equity 
capital contributed by private investors through the sale of stock. 

The president of Electronics Capital Corp. and chairman of its board of di- 
rectors is Charles E. Salik, an electronics engineer, who is also president and 
chairman of the board of directors of Electronics Investment Corp., an open- 
end mutual fund with net assets in excess of $29 million. The executive vice 
president, treasurer, and a director is Richard T. Silberman, a scientist who has 
had broad key executive experience in electronics company operations. 

In addition, the board of Electronics Capital Corp. includes such distinguished 
persons with specialized backgrounds as Dr. Neil H. Jacoby, dean of the Gradu- 
ate School of Business Administration at the University of California in 
Los Angeles, and a former member of the President’s Council of Economie 
Advisers ; and Dr. Joseph M. Pettit, dean of the School of Engineering at Stan- 
ford University. Further adding to the financial and technical guidance avail- 
able from within our board are A. J. Coyle, a partner of Hayden, Stone & Co, 
and a member of the New York Stock Exchange; L. J. Rice, Jr., a leading west 
coast banker; David Salik, an electronics engineer and successful Texas manu- 
facturer; and Donald Duncan, an electronics engineer and executive of a large 
west coast electronics instrument manufacturer. 

Before completing the organization of Electronics Capital Corp., its prin- 
cipals carefully considered the implications of the Small Business Investment 
Act of 1958, related tax benefits designed to encourage the establishment of 
small business investment companies, and the form of organization that would 
be most sound for a venture capital corporation of the type contemplated by 
the Congress. 

Because press coverage emphasized a $300,000 capital figure, the possibility 
of operating with a corporation of this size was first examined. The prin- 
cipals of our corporation concluded that a venture capital corporation, to do 
a significant and successful job in assisting small businesses, would need a 
substantially larger working capital. We therefore turned to the public for 
the major part of our equity, dealing with the underwriting firm of Hayden, 
Stone & Co., which approached this pioneering financing problem imaginatively 
and with an enthusiastic understanding of the role Wall Street could play 
in directing funds of private investors into small businesses through the under- 
writing of a small business investment company. We were naturally gratified 
when the judgment of Hayden, Stone & Co. proved sound and the public demon- 
strated sufficient confidence in the concept of a publicly held small business 
investment company concentrating in a specialized field to purchase $18 million 
of our shares. 

Electronics Capital Corp. had several reasons for believing that an organi- 
zation with a capitalization of its magnitude and specializing in a particular 
field had the greatest potential for success. These reasons are best summar- 
ized in an article by Dr. Jacoby, who is our economic adviser, as well as one of 
our directors, entitled “Future of Small Business Under ‘Fourth Banking Sys- 
tem,’”’ printed in the Commercial and Financial Chronicle of Thursday, May 21, 
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1959. As the title indicates, Dr. Jacoby considers small business investment 
companies to be the “fourth banking system” in the United States and the only 
one designed to serve small business enterprises. He pointed out that the licens- 
ing of a large number of small business investment companies would bring a 
new era in American business finance and expresses the view that these com- 


panies can make a valuable contribution to the stability and strength of our 
economy. 


Dr. Jacoby in part concluded : 
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ect “Given a competent management, I believe an SBI company is most likely 
nle- to succeed if it operates on four basic related principles : First, it should be 
ofly large enough to get adequate diversification of the investments in its portfolio. 
ake Secondly, its individual investments should be large enough, within the maxi- 
om- mum limits established by the Small Business Administration, to keep the per 
rab dollar cost of funds to the borrowing small business ata reasonable level while 
enabling the SBI company to give close supervision to the investment.. Thirdly, 
eat investments by an SBI company should be accompanied by provision of man- 
‘tal agement services to the small businesses being financed. Fourthly, each SBI 
mi company should specialize in the financing of small businesses in a particular 
blie geographic region or in a particular industry (or group of related industries) 
king in regard to which its management is truly expert. ; Pe 
seal In view of what Electronics Capital Corp. considers the significance of Dr. 
with Jacoby’s views r®&arding small business investinent companies, I should like 
uity at this time to request that his article be incorporated into the record of this 
hearing as part of my testimony. 
e di Electronics Capital Corp., consistent with these basic judgments, will con- 
. centrate its investments in small electronics concerns. Of the estimated 4,700 
oe or more electronics companies in the United States today, over 4,000 are be- 
" lieved by Electronics Capital Corp. to be small business concerns as defined 
‘a by the Small Business Administration. Our corporation will offer its capital 
» nas and its broad management advisory services on an integrated basis to those 
shed small electronics companies which, upon examination and appraisal, appear 
is to offer the soundest growth potentials. The corporation will supply con- 
radu- sulting and advisory services through its management service department 
a I F staffed with expert personnel experienced in electronics, technical, and manu- 
iomie F facturing problems. 
Stan- The corporation will also include in its plan of operation a group develop- 
avail- ment program. Many small electronics companies have developed excellent 
& Co, competence in specialized fields. Small companies, however, seldom have the 
west ability to undertake large Government and commercial contracts. Where 
nanu- § possible, investments will be made in companies which have compatible fields 
large Ff of interest and whose products and facilities are complementary. The group 
’ development program will attempt to promote joint undertakings and group 
prin- — bidding among its client companies. A mechanism will be provided for sup- 
tment f porting the joint sponsorship of development programs, and, with the corpora- 
ant of F tion's commitments to provide capital, its clients should in some instances be 
would Pf able to secure military contracts for these programs that would otherwise not 
fed by Ff be available. 
Sioa This discussion of Electronics Capital Corp. has been given to demonstrate, 
‘ibility through our background and operational plans, that an SBIC, at least one as 
* prit- | well financed as ours and in as dynamic a specialized field as electronics, can 
to do Phave a splendid business potential under present legislation. And we believe 
reed & }that adoption of the proposed legislation will greatly enhance this potential for 
lic for f others, perhaps less favorably situated, and also permit Electronics Capital Corp. 
ayden, todo an even more effective job. 
atively Turning first to the specific provisions of S. 2139, the Saltonstall bill now 
d a before this committee, Electronics Capital Corp. wholeheartedly concurs with 
u ‘ 





each of the changes specified in that bill. We agree that the compulsory stock 
purchases by small business concerns of 2 to 5 percent of the capital provided is 
unnecessary, cumbersome, and will not achieve the results for which it was 
apparently intended. While our publicly held corporation would be less bur- 
dened by this than the smaller investment companies, we nevertheless agree that 
tshould be abolished both for the smaller SBIC’s and the unnecessary burden 
on the small business concerns. 

More important, we believe, to the small business investment program as a 
whole is the elimination of the requirement that equity capital be provided to 
small business concerns only through the convertible debenture route. The 
43183—59——-13 
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increased flexibility which would result if the Small Business Administration 
were premitted by regulation to provide other methods of financing would in our 
judgment contribute considerably to the success of the program, perhaps most im- 
portantly by making the development of a secondary market in the securities 
of small business concerns more feasible than is now the case. 

A number of proposals have been made to liberalize the tax provisions relating 
to the small business investment companies. While we recognize that this 
committee is not directly concerned with such tax legislation, our experience 
in the formation of Electronics Capital Corp. has convinced us that the tax 
benefits relating to SBIC’s are a major inducement for encouraging the flow 
of private investment capital into small business concerns. Accordingly, we 
believe that a brief discussion of the proposed changes in this area is appro- 
priate here. 

Dr. Jacoby, in his article to which I have referred, points out that the history 
of the Reconstruction Finance Corporation demonstrates that “small business fi- 
nancing is, in its nature, high-risk financing.” He concludes that SBIC’s “must 
expect a fairly high ratio of losses, even if they do a superb job of appraising 
managements and “policing” the credits they extend.” 

It was to make this high loss ratio tolerable that the present tax benefits for 
SBIC’s and their investors were primarily adopted, and we firmly believe that 
further liberalization in this direction will encourage the commitment of con- 
siderably more venture capital into SBIC’s. 

On February 6 Senator Sparkman, chairman of the Senate Select Committee 
on Small Business, introduced S. 979, which included three tax objectives to 
benefit SBIC’s. We support each of these objectives, for the following reasons: 

1. The proposed exemption of new companies from the personal holding 
company tax (under sec. 541 of the 1954 Internal Revenue Code) would 
encourage the establishment of small SBIC’s. It has of course, no relation- 
ship to a large publicly held corporation like Electronics Capital Corp. 

2. New companies should be exempted from the accumulated earnings tax 
imposed by section 531 of the Internal Revenue Code. We would suggest 
that there be a presumption or declaration in the statute that a plan for 
reinvestment of funds so accumulated in other small businesses is ipso facto 
a defense against any deficiency assessment under section 531, since such 
accumulation should be encouraged to expand the equity base for investments 
in small business concerns rather than force SBIC’s to look to the Govern- 
ment for additional working capital. 

3. The allowance of a deduction of 15 percent of the interest received by 
SBIC’s on long-term loans will equate unincorporated businesses in tax 
benefits to the 100 percent dividends received credit permitted for invest- 
ments in incorporated small businesses. 

Electronics Capital Corp. also supports the patently needed refinement to the 
tax laws to permit small corporations which elect to be taxed as partnerships 
under subchapter S to issue their securities to SBIC’s without voiding that elec- 
tion, since there is no basis for denying the subchapter S benefits to small- 
business concerns which turn to SBIC’s for needed capital. 

We further support the tax recommendations of Mr. Leonard Silverstein, tax 
consultant retained by the Small Business Administration, for the reasons here- 
tofore presented to you. 

In conclusion, may I take this opportunity to say that the experience of Elec- 
tronics Capital Corp. in dealing with two Federal administrative agencies, the 
Small Business Administration and the Securities and Exchange Commission, in 
this pioneering field has been a heartening one. Each agency approached the 
many novel problems presented in a manner which, in our view, completely recon- 
ciled their basic regulatory responsibility to protect the public interest with a full 
understanding of our problems and the furnishing of constructive guidance in 
resolving them. 

Thank you for the opportunity of summarizing the views of Electronics Capital 
Corp. before this committee. 
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SMALL BUSINESS AMENDMENTS OF 1959 


[Reprinted from the Commercial and Financial Chronicle, May 21, 1959] 


FUTURE OF SMALL Business UNpDER “FourtH BANKING SYSTEM” 


(By Dr. Neil H. Jacoby,’ Dean, Graduate School of Business Administration, 
University of California, Los Angeles, Calif.) 


Familiar with RFC experience with small-business financing, Dr. 
Jacoby offers several ground rules to help assure success of small- 
business investment companies—hailed as a new era in American 
business finance. The well-known economist refers to the generally 
overlooked and unknown extent to which larger businesses finance 
smaller ones; finds business concentration has not increased and 
that the ratio of self-employed to total gainfully employed is about 
1 to 4; outlines the forces favoring new and small firms; and refers 
to RFC voluminous files in describing lead indicators in business 
defaults or weaknesses. 


Our country is on the point of launching what has been called a fourth 
banking system to serve small-business enterprises. This system will follow 
the Farm Credit Administration created to serve farmers, the Housing and 
Home Finance Administration which helps to finance homeowners, and the com- 
mercial banking system which provides a broad range of financial services to 
nearly all groups in the community. I refer, of course, to the Small Business 
Administration and the new small business investment companies which it is 
now engaged in licensing in order to meet the long-term credit and capital 
requirements of American small businesses. I predict that this new system 
of financial institutions will, in time, become as important in its field of opera- 
tion as the previous systems have become in their segments of our economy. 


FINANCE AND MANAGEMENT 


Small-business management and principles and methods of small-business 
finance may appear inconsistent, yet a little reflection makes us realize that the 
two subjects are really inseparable. The successful financing of a small busi- 
ness—or any business for that matter—is predicated on competent management 
of the financed enterprise. In fact, it seems to me that the business of financing 
small businesses on a medium or long-term basis should be allied inseparably 
to that of providing management services. The small enterprise, by virtue of the 
fact that it is small, is usually lacking in some type of management skills, 


| whether it is marketing, production, personnel, or research and development. 


Unless all of the gaps in the small firm’s management skills are closed, financial 
aid to it will be of no avail. 


I wish to discuss three subjects: first, about the position small business now 


occupies in the American economy and its probable future; second, about an 


aspect of financing small business which I think has been rather generally over- 
looked, namely, the extent to which larger businesses now finance small busi- 
nesses ; thirdly, about a chapter in the history of small-business financing in our 


/country that many people have not read, or have forgotten the rich experience 


of the Reconstruction Finance Corporation in financing smaller businesses not 
many years ago. 

I shall not spend much time on the definition of small business. I think busi- 
hess executives all understand what a “small” business is. A small business is 


ed the }any business with a larger competitor. Consequently, small business forms a 


recon- 


ha full | 


nee in 


apital 





j large segment of the total business population of our country. I am not facetious 
in offering this definition. The Congressmen who wrote the Small Business Act 
of 1958 were very wise in refraining from defining small business, and in allowing 
the Administrator of the Small Business Administration freedom to establish 
whatever definition he thought appropriate. Congress simply asserted that a 
small business could not be “dominant in its field.” Many definitions will be 
appropriate, depending on what our purpose may be. 





*An address by Dr. Jacoby before the Small Business Management Conference, Uni- 
versity of California Conference Center, Lake Arrowhead, Calif. 
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POSITION OF SMALL BUSINESS IN THE U.S. ECONOMY 


Small business is important in the U.S. economy. It is important because it 
helps to make our economy more progressive and more efficient. It helps to make 
our economy more competitive and more stable than it would be if we did not 
have many small businesses along with large ones. It is important because small 
tirms open gates of opportunity to tens of thousands of ambitious men and women 
every year who want to experiment with new ideas, methods, products, or 
formulas. In 1951, which is the last year for which we have good figures, busi- 
ness firms employing fewer than 100 employes—for the moment let us take that 
as our definition of small business—accounted for about 40 percent of all non- 
agricultural jobs in the U.S. economy. This one statistic gives an impressive 
indication of the high importance of small business in our country. 

Now, many people will tell you that American small business is declining as 
an institution, or at least it is threatening to decline. Politicians, in particular, 
often express the view that small business is fighting a losing battle. They assert 
that technological changes in our economy are making large-scale operations 
more efficient, as time goes on, and it is harder for the little firm with its limited 
capital, facilities, and personnel to survive. It is also said by some of our 
sociologists that social attitudes are making Americans more and more a society 
of employees getting a weekly or monthly pay envelope. American society, they 
aver, is fast becoming a society of “organization men.” People are becoming less 
entrepreneurial, less enterprising, less willing to strike out—each individual for 
himself—to make his fortune. 

The facts do not provide support for these assertions. On the contrary, 
they show that small business in the United States is holding its position 
very well. The business population of the United States, according to the 
Department of Commerce, is now composed of about 4% million different, in- 
dependent enterprises. This enterprise population has been growing by a 
net addition of about 50,000 firms per year ever since World War II—through 
recessions, through boom, through all kinds of economic conditions. The num- 
ber of new business formations in the United States every year is around 
380,000; and the number of business discontinuances, either because of merger 
into larger business, death or retirement of the owner, bankruptcy or insol- 
vency, has averaged about 330,000 a year. Even though about 1 in 8 busi- 
nesses goes out of existence every year, an even larger number of new firms 
goes into operation, and the population goes up by 50,000 every year. This 
is a persistent and strong infusion of new enterprises into our country. As a 
matter of fact, the ratio of the business population of the United States, to 
the human population is now about 1 to 45, and that ratio has not changed 
much for half a century. Neither has American business become more con- 
centrated. The percentages of business done by the largest four or eight firms 
in leading industries are about the same today as they were in the thirties, 

I have referred to the number of independent business enterprises that the 
Department of Commerce of the United States recognizes. In thinking about 
the accuracy of these figures, it occurred to me that one way of checking their 
accuracy would be to go to statistics of income compiled by the Department 
of Internal Revenue and to find out how many individual income tax returns 
report income from self-employment in businesses or professions. The most 
recent available figure is for the fiscal year 1954, in which nearly 8 million 
people reported an income from self-employment in business or profession. 
If one adds to these 8 million people the additional number that have entered 
a business or profession during the past 5 years, and also adds another 5 mil- 
lion farm businesses, about 15 million Americans apparently are engaged in 
entrepreneurial activities. When you recall that there are about 70 million 
people in the labor force, the ratio of self-employed persons to the total nunm- 
ber of gainfully employed may not be far from 1 to 4. This suggests that 
entrepreneurship and small business are vital forces in the contemporary U.S. 
economy. 

FORCES FAVORING NEW AND SMALL ENTERPRISES 


There are many reasons why small and new businesses continue to form a 
vital part of the American economy. In the first place, many technological de 
velopments are of the kind that call for higher and higher degree of specilization 
in skills and facilities. The highly specialized enterprise is, par excellence, the 
small enterprise. For example, the rapidly growing hi-fidelity reproduction 
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sound industry is composed primarily of small businesses. At the cutting edge 
of technological development, a high degree of specialization and much experimen- 
tation and change occurs. Mass production is not feasible, until the product is 
standardized and a mass market is created. The small firm can exploit the 
immense number of relatively small opportunities that the big firm with its big 
research laboratories and massive equipment can’t afford to touch. New inven- 
tions multiply day by day. We are living in an era in which the accumulation of 
technological knowledge is increasing not arithmetically but geometrically. Many 
of these new inventions and ideas will be the basis for new enterprises. 

Another factor that is creating opportunities for small enterprises in our 
country is the new emphasis on custom goods and services by American con- 
sumers. We have all seen that the American automobile industry is having to 
adjust itself to this desire of Americans for something different. Many 
Americans do not want another Buick; they prefer a Renault, a Toyapet or some 
esoteric brand. The desire for a differentiated product has permeated the con- 
sciousness of our people very widely, and created numerous opportunities for 
the smaller business. Studebaker-Packard and American Motors sales are rela- 
tively good because they cater to this desire—and they are small businesses in 
their industry. 

Economie growth creates new business opportunities. As long as we have a 
growing economy—and I believe our economy will grow and should grow faster— 
an immense number of opportunities will emerge for the little firm. The small 
firm is free of many of the costs that the big firm must incur. Being flexible and 
capable of rapid movement, it can seize these opportunities. 

Another reason why the position of small business in the U.S. economy of the 
future is bright is the force of our antitrust laws. They protect the small firm 
from unfair tactics that the larger firm may employ to drive it out of existence. 

Still another factor favors the smaller firm—our tax laws which are almost 
perfectly designed to assure a high rate of formation of small businesses, al- 
though they hamper the growth of business after a certain size has been reached. 
The only way in which an ambitious and able man can accumulate a fortune 
today is by realizing a capital gain on equity investments. Of course, equity 
investments may be made in land or stocks of large corporations, but the largest 
potential capital gains lie in investment in small businesses which grow. By 
limiting the rate of tax on capital gains to 25 percent, the tax laws offer power- 
ful incentives to people to invest in small businesses. Apart from this, the tax 
laws offer the small businessman many opportunities to reduce his tax burdens 
not open to professors or other persons who have to live on a salary. 

A final reason why small businesses are going to continue to be a vital part 
of the American economy is the creation of a “fourth banking system” to help 
finance their growth. I shall return to this subject in a moment. 


FINANCING OF SMALLER FIRMS BY LARGER FIRMS 


I turn now to another aspect of small business financing, namely, the enormous 
extent of interbusiness financing in the U.S. economy. It would be a great mis- 
take to believe that small businesses in America get their financing only from 
commercial banks or from other financial institutions. In fact, smaller firms 
in the United States get far more financing from larger firms than from finan- 
cial institutions. The nature and extent of this interbusiness financing in our 
country is a vast but relatively unknown subject. It merits a good deal of 
study and research. No attempt has been made yet to collect and organize 


. information regarding the form, the magnitude, and the direction of flow of 


funds between businesses. We do know that there is a very large net flow of 
trade credit from larger businesses to smaller businesses. We know there is 
an immense amount of equipment financing, in which the larger business sells 
its equipment to the smaller business on credit. We know that a large amount 
of financing of the smaller business takes the form of long-term loans and pur- 
chases of stock by the larger business. 

The purpose of this kind of financing is perfectly plain. The larger enter- 
prise is seeking either one of two things. It is either seeking larger and assured 
markets for its products by setting up and financing small enterprises that pur- 
chase from it. On the other hand, it may be looking for an assured source of 
raw materials by financing smaller producers. Petroleum refiners have financed 
thousands of service stations and distributors of petroleum products as well as 
oil producing firms. Merchandising distributors have financed thousands of 
independent retail stores and small manufacturers of the goods they purvey. 
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Automakers have put thousands of retail auto dealers into business as well as 
financed parts manufacturers. Equipment and machinery makers have financed 
many of their distributors and customers. Steel companies have financed qa 
great many coal mines from which they have purchased coal for their steel- 


Recently, an important trend has developed omong large manufacturers in some 
Industries. In the electronics industry, for example, many larger firms are 
advancing long-term loans to or buying stock in small Companies formed by 
groups of scientists and specialists in a particular fleld. By taking options on 
stock or convertible debentures they are assuring that if the venture turns ont 
well they wlll realize a capital gain. We are finding dozens of little satellites 
growing up around larger manufacturing firms. This is an aspect of «mall bua 
ness financing about which we don't have very much systematic information, 
I commend this subject for careful study by the Small Business Administration 
It has important implications for small business and competition 


RECALLS BFC FINANCING OF BMALL BUSINESS 


The launching of a system of small business investment companies under the 
nevis of the Small Business Administration is opening a new chapter in American 
business finance. It provides a good oceasion for recalling an earlier chapter. 
I recall to your minds the fact that we had in the United States a public small 
business financing agency that began operations in 1935 and had a very rich 
experience until its discontinuance in 194. 1 refer to the business loan programs 
of the Reconstruction Finance Corporation. The experience of RFC in making 
business loans has been studied carefully, and is well worth reviewing by those 
who are entering the business of financing new and small enterprises. Thus 
they may profit by its experience. I had the opportunity of investigating the 
business loan program of RFC in considerable detail, and I would like to offer 
some observations about it. (Those who wish to pursue this subject should read 
“Federal Lending and Loan Insurance,” published by the National Bureau of 
Economic Research, New York, in 1958.) 

Small businesses are affected by a great many uncertainties. This is self- 
evident. About 8 percent of all business discontinue each year. Because ‘we are 
dealing with an institution that has a high morbidity and death rate, small busi- 
ness financing is, in its nature, high-risk financing. The small business invest- 
ment companies being licensed by the SBA will have to take careful measures to 
protect their investments. They must expect a fairly high ratio of losses, even 
if they do a superb job of appraising managements and policing the credits they 
extend. 

The Reconstruction Finance Corporation disbursed about $1144 billion of 
medium-term loans to about 16,000 business firms from 1935 up to 1953. What 
kind of loans were they? Most of these were amortized term loans that ran for 
5 years. Most of the money borrowed by these 16,000 enterprises was used to 
add to working capital or to pay off existing bank credit. Most of the money 
was borrowed by manufacturing concerns of medium size, with assets between 
$50,000 and $1 million. RFC was limited, of course, to advancing money to firms 
that were unable to obtain funds from their bankers or other ordinary sources. 

What was RFC’s experience? At the end of 1951 about 13 percent of the 
then active RFC loans were delinquent in some respect. Defaults were espe 
cially frequent when the borrowing business used its loan to add to working 
eapital rather than for new plant and equipment. Defaults were relatively 
frequent when the borrowing firm had a declining sales or profit trend, a de 
clining net worth, or a declining current ratio in the 3 years prior to the loan. 
That is, the best prediction of default was a previous decline of any of these 
factors. Defaults were especially frequent among very small firms and firms 
that were unable to supply the RFC with adequate financial records. One of the 
clearest lessons to be learned from RFC’s voluminous files is that if a business 
is unable to supply the lender with an adequate statement of its profit and loss 
and a balance sheet for the preceding 3 years—look out! 

The RFC terminated no less than 13 percent of all its loans by foreclosing 02 
the borrower's collateral security. Of course the collateral and the assets of the 
borrower did help the RFC to get back some of the money it had loaned. RFC’s 
losses averaged a little more than 2 percent of all the money RFC advanced, even 
though the country had been through a great postwar inflation which helped 
borrowers pay off their debts. 
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rHE STRENGTH OF THE SMALL BUSINESS INVESTMENT COMPANY 


The small business investment company can, I believe, make a valuable con- 
tribution to the strength of our economy. Unlike the RFC, which was limited by 
1 ‘ ‘ nn %¢ } ‘* + } , 


shin in the firms it financed, the SBI company can vary its charges for funds 
in pecordance with services performed and risks assumed, It can purchase the 
debentures of the small businesses it is assisting, and convert them into common 
stock in the event the small business grows and prospers, Thus, the SBIC pos 
seaxes the opportunity to produce for its stockholders large capital gains whi 
ean more than offset the capital losses which must be expected in high-risk 
business financing 

The SBIC possesses crucially important Federal tax advantages it is able 
to deduct losses on sales of its convertible debentures against ordinary income 
Any dividends it receives on stock it has acquired through conversion of its 
debentures are tax free to it. If an investor in an SBI company should realize 
a loss on the sale of his stock, he may offset it against ordinary income rather 
than against capital gains as otherwise required. Investment in an SBI com- 
pany should be especially appealing to those in high marginal income tax 
brackets. Thus, an investor in the S8O-percent tax bracket will be allowed to 
keep 3 out of every 4 dollars of his capital gains in an SBI company’s stock, 
and will lose only 1 out of every 5 dollars of his losses, 

Despite its favored tax status, energetic, astute, and competent management 
will be necessary to assure the success of an SBI company, as is true in any 
line of business. Given a competent management, I believe an SBI company 
is most likely to succeed if it operates on four basic related principles: First, 
it should be large enough to get adequate diversification of the investments 
in its portfolio. Secondly, its individual investments should be large enough, 
within the maximum limits established by the Small Business Administration, 
to keep the per dollar cost of funds to the borrowing small business at a reason- 
able level while enabling the SBI company to give close supervision to the 
investment. Thirdly, investments by an SBI company should be accompanied 
by provision of management services to the small businesses being financed. 
Fourthly, each SBI company should specialize in the financing of small busi- 
nesses in a particular geographic region or in a particular industry (or group 
of related industries) in regard to which its management is truly expert. 

With the chartering of a large number of small business investment com- 
panies we are entering a new era in American business finance. No one can 
foresee all the turns in the road ahead. Errors will be committed. Many 
formulas will be tried and found wanting before the guidelines to successful 
private long-term financing of small businesses will be clear. Yet, I am sure 
we are on the right road. The U.S. economy needs a steady infusion of new and 
growing small businesses if it is to remain free and competitive. The SBA 


and its system of SBI companies promise to assure that this need will be 
met in the future. 


Senator Proxmire. The committee will stand in recess until to- 
morrow at 10 o’clock. 


(Whereupon, at 12:50 p.m., the hearing was recessed, to reconvene at 
10a.m., Tuesday, June 30, 1959.) 
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TUESDAY, JUNE 30, 1959 
U.S. SENATE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New 
Senate Office Building, at 10:15 a.m., Senator J. Glenn Beall, 
presiding. 

Present : Senators Sparkman, Beall, and Capehart. 

Senator Beaty. The hearing will come to order. 

We have under consideration S. 1340 to provide disaster loans 
to small business concerns which suffer economic injury. 

We have several witnesses here, and I am going to ask Mr. Je- 
rome Goldfine, president of the United Small Business Investment 
Corp., to come up. 

Mr. Goldfein, do you want to testify or would you rather have 
somebody else? 

Mr. Goupretn. Mr. Jacobson, chairman of our board, is present. 


Senator Brauy. Why do you not both come up. Give your full 
names to the reporter. 



























STATEMENT OF NATHAN S. JACOBSON, CHAIRMAN OF THE BOARD, 
AND JEROME GOLDFEIN, PRESIDENT, UNITED SMALL BUSINESS 
INVESTMENT CORP., BALTIMORE, MD. 





Mr. Gotpretn. My name is Jerome Goldfein. 

Senator Beaty. What is your position ? 

Mr. Gouprern. I am president of the United Small Business In- 
vestment Corp. of Baltimore. 
grenades Beart, And Mr. Nathan S. Jacobson is chairman of the 

ard ? 

Mr. Gouprern. Yes, sir. Mr. Nathan S. Jacobson is chairman of 
our board. 

Senator Braun. Go ahead, Mr. Jacobson. 

Do you have a prepared statement, or do you want to talk 
extemporaneously # 

Mr. Gotpre1n. Yes, sir; we have a prepared statement which I will 
behappy to read to the committee. 

The United Small Business Investment Corp. is a Federal licensee 
under the Small Business Investment Act of 1958. Its license was 


issued on May 8, 1959, with a paid-in capital for the company in excess 
of $600,000. 
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For several months prior to issuance of this license and since the 
license was issued, the management of this company has diligently 
pursued every possibility of obtaining refunding sources for the term 
loans and convertible debentures that would be granted pursuant to 
the provisions of the act. This effort has not been successful, and 
the difficulties encountered can be briefly summarized as follows: 

1. Banking institutions and insurance companies are not willing 
to consider a line of credit until such time that it is proven through 
experience that operations of a small business investment company 
are profitable under the provisions of the Investment Act. 

2. These financial institutions have expressed reluctance to extend 
short-term loans, either secured or unsecured, to small business invest- 
ment companies whose portfolio would naturally consist primarily of 
long-term loans or debentures. 

3. In the event a secondary market for refunding should become 
available from banking or life insurance institutions, the management 
of this company has now learned that the high interest rate that 
would be expected by such institutions would prohibit the small busi- 
ness investment company from granting loans to small business con- 
cerns at a reasonable and practical interest cost. 

The management of this company can only look forward to a future 
favorable operation provided there is a source made available for 
secondary refunding. Since such secondary refunding sources are not 
available through commercial institutions, profit-sharing and pension 
funds, union funds, trust funds, et cetera, there seems to be no practi- 
cal future for small business investment companies unless some provi- 
sions are made available by the U.S, Government or its agencies, par- 
ticularly the Small Business Administration, with the most feasible 
form of refunding through direct participation in loans by the Small 
Business Administration. 

The management fails to understand the reluctance and the hesi- 
tancy on the part of Small Business Administration through its pres- 
ent regulations to permit direct participation to its own small business 
investment company, especially in light of the provisions under title 
V, sections 501 and 502 of the Small Business Investment Act of 1958. 
These provisions definitely afford Small Business Administration par- 
ticipation on loans through State and local development companies, 
banks, and other lending institutions, as well as other refunding 
opportunities. 

The United Small Business Investment Corp. receives its right to 
exist through a license approved and issued by the SBA. _ Its every- 
day future continuity and complete operations are under the jurisdic- 
tion, regulation, and supervision of the SBA. Not one of the State 
and local development companies, banking institutions, life insur- 
ance companies, and other similar institutions that presently receive 
participation from the SBA are either licensed, regulated or super- 
vised by the SBA. This inconsistency is most difficult to reconcile 
in the eyes of the management of the United Small Business Invest- 
ment Corp. : 

We sincerely believe that in order for the will of private capital 
to join with this great development program outlined under the Small 
Business Investment Act of 1958 to assist small business concerns to 
thrive and exist as a vital element of the national economy, the invest- 
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ment act should give the same practical implementation to small busi- 
ness investment corporations as it so extends to other lending insti- 
tutions. 


It is, therefore, respectfully submitted that the following amend- 





































































| ments to the act should be considered : 
1. Title V of the act should be amended to extend the provision of 
y this section to small business investment corporations. 
h 2. Amend section 303-B to authorize the Small Business Adminis- 
y tration to purchase the obligations of the small business investment 
companies and to lend such companies funds to the extent that the total 
d amount of obligations purchased and outstanding at any one time by 
t- the Administration is not in excess of four times the paid-in capital 
of and surplus of the small business investment corporation. 
Senator Braun, Thank you, Mr. Goldfein. 
ne Do you feel that your company is able to take care of the equity 
nt long-term loans needed in your area ? 
at Mr. Gotprein. Yes, sir. We do feel that we can supply the needs 
si- | mourarea. 
n- Senator BratL. Do you know of any groups in your area that want 
to form SBIC’s and have decided not to proceed because of the regula- 
ure | tionsand policies of the SBA? 
for Mr. Gotpre1n. Yes, we do have knowledge of that. I might say that 
not | itis purely gossip knowledge, to the extent that I have no written 
ion | notice. 
cti- Senator Beaty. Do you know why they have not done it? Did they 
ovi- | discuss it ? 
par- Mr. Gotprein. Yes, sir. The comments we have heard throughout, 
ible | both from businessmen in Baltimore who are interested in forming 
mall | companies, as well as in other cities, are that they see no profitable 
operation in the SBIC as it is now compelled to operate under the 
hesi- | existing regulations and laws. 
ores- | Senator Beaty. There has been considerably less interest in SBIC 
iness | the Baltimore area then. 
title Mr. Gotprern. Not as far as we are concerned, sir. We have a very 
1958. | avid interest in the thing, and we, as a matter of fact, hope that we will 
“par- develop a very fine institution to meet this need. 
inies, } We think the need is great. But we do have long-range planning 
iding | With respect to this. However, from the standpoint of the other in- 
dividuals we have spoken to, there has been a definite cooling off of 
sht to | their thoughts about getting one of these companies started. 
very- |. Senator Brat. For instance, you have said there is a lessening of 
“jsdic- | terest over there. Would you say an exemption from the Investment 
Act of 1940 would help you? 





Are you familiar with the Investment Act? 

Mr. Gotprern. Very haphazardly, I might say. Not fully; no, sir. 
I personally—and Mr. Jacobson can perhaps speak to that later— 
do not feel that an exemption from the Investment Act of 1940 is an 
swer to our problem. 

Senator Bran. Excuse me. Did you want to make a statement 
yourself, Mr. Jacobson? Is there a statement you wanted to make? 
Mr. Jacosson. So far I have been in accord with Mr. Goldfein and 
his statements. If there is any difference, I would like to have the 
portunity. 
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Senator Beaty. Any time you want. These are answers we want 
for the record, you understand, because, after all, the committee’s 
staff is trying awfully hard to straighten out any rough spots we 
might have in this legislation. 

If you do have any comments to make when we ask these questions, 
if you want to come in and answer them, feel at liberty to do so. 

Mr. Jacosson. Thank you. 

Senator Beatu. We are asking these questions trying to bring this 
toa head. 

Are you familiar with section 5 of S$. 2139? 

Mr. Gorpretn. Perhaps I am not familiar with it by number, but 
I might be if I had an opportunity to see it. 

Senator Beaux. If section 5 permitted subsidiaries of bank holdin 
companies to invest in small business investment companies, woul 
that help you? 

Mr. Gorprern. It might help, sir. 

I might say that in Maryland I believe the State banking depart- 
ment—and I am quoting one of the vice presidents of one of our banks 
in Baltimore—has stated that the banks can only invest a negligible 
amount, and so I do not believe that would be of any concern to us in 
Maryland. 

Senator Beaty. What is that? About 1 percent of their capital and 
surplus? Is that it? 

Mr. Goupretn. I believe the act permits that, but I believe in Mary- 
land that will not be permitted, but I certainly do not want to be 
quoted. 

Senator Bratt. Under Maryland law? 

Mr. Gotpretn. Under the Maryland banking laws I do not think 
they would be permitted that much. 

Senator Beati. That would not affect national banks? 

Mr. Gotprern. No, sir. 

Senator Braty. Would section 6 help—allowing investment com- 
panies to purchase stock or other equity securities in the small business 
concern ? 

Mr. Gotprern. Permitting us as an investment company to pur- 
chase long-term equities? Yes, sir. We definitely believe that is a 
very fine feature of the law. 

Senator Bratu. Would the elimination of the provision requiring a 
small business concern to purchase stock in any investment company 
furnishing equity capital help ? 

Mr. Gotprern. Would it help to eliminate that provision ? 

Senator Beaty. Yes. 

Mr. Gortprern. Yes, sir. I believe it might in some cases, if it is 
not a statutory requirement. 

Mr. Jacosnson. If I am not mistaken, the present provisions allow 
the SBIC to recall that option on the borrower to buy the stock, so 
it works out that if the SBIC does not care to have the stock go to 
the borrower it can recall it anyway. SoI fail to see where that would 
be any advantage in changing the requirement. 

Mr. Gotprern. Except from this standpoint, Mr. Jacobson, and that 
is that we may have some applicant borrowers who may not want to 
buy the stock. Perhaps that is what the Senator is referring to. 

Senator Brau. Right. 
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Mr. Gotprern. If it is, I could very well see there could be cases 
where a borrower otherwise qualified to whom we would want to 
grant a loan, if he must buy the stock, possibly would not accept the 
money. In that case I could see where elimination of the section 
might be of some help. 

Senator Breaux. The staff would like to have, and so would the 
committee, a little description of your own company. 

For instance, how much private capital was paid in ? 

Mr. Jaconson. Senator, we have in excess of $600,000, approxi- 
mately $650,000, in paid-in capital. It is all one class of stock. 

Under the provisions of the act, we have deposited roughly $500,000 
in Treasury notes, which is the requirement on unused funds. 

Senator Beaty. How did you obtain this money? By selling stock? 

Mr. Jacosson. Through a private sale, to individuals closely re- 
lated in other business enterprises. 

Senator Beaty. Is there any additional capital authorized ? 

Mr. Jacopson. Yes, we have some $2 million authorized ; with $650,- 
000 issued. 

Senator Bratt. Do you have any SBA funds in there? 

Mr. Jacogson. No, we did not apply for any Government funds. 
A this point we have no anticipation of applying for any Government 
funds under the provision allowing us to borrow up to 50 percent of 
our capital and surplus. 

Senator Bratu. As to the group that organized this company, they 
are pretty much business and professional people; are they ? 

Mr. Jacosson. Yes, sir. It is a diversification of many different 
business interests and some professional people—mostly businessmen 
of diversified interests. 

Eames Beaut. What expenses did you incur in organizing ? 

Mr. Jacozgson. Our organizational expenses were practically nil, 
Senator. It was carried on primarily through the efforts of some of 
the individuals and most of the costs were absorbed personally, not 
passed on to the company. 

‘We had some nominal expenses after we began operation and re- 
ceived our license. Up to that time all expenses were personally ab- 
sorbed by the individuals. 

Senator Brau. Do you have any particular problems that you have 
noticed since you have been in business that you would like to bring 
out when you think about clarifying the law? As you understand, this 
is something new, and we want to know from the companies themselves. 

Mr. Jacorson. At this point, in the short time since we have re- 
ceived our license, I believe our company has made remarkable prog- 
ress in this field. We have received some 70 or 80 loan applications— 
or loan inquiries, rather—and we have diligently processed these in- 
quiries. 

At the present time we have approximately six or seven loan appli- 
cations completed that have been approved by our board for loans. 

Senator Bratt. How many of those did you say you had approved ? 

Mr. Jaconson. About six or seven that our company board has ap- 
proved. However, we are endeavoring to have some type of partici- 
pation on these loans because our management realizes that with the 
capital of $650,000 if we put this money out in its entirety on these 
loans our capital will be exhausted very shortly and we could only 
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serve the needs of a small percentage of those people who have already 
inquired for loans. 

Of course, we have the alternative for availing ourselves of another 
$325,000 through the Small Business Administration, which is half 
of our paid-in capital. But even with the sum of $900,000 or $1 
million, on that basis, we could not serve too many of the requests 
that are coming in. And our capital employed on that basis, under 
our contemplated charge for interest, would not give the company 
a profitable position for the capital invested. 

So, therefore, we have attempted to get some form of participation. 
We have contacted many banks in our area to see if we could induce 
them to go along with us on a part of these loans. 

We have received a very good reception from the banks. And the 
banks have posed the same question that we have: That if they take 
a part and we take a part and the participation through the Small 
Business Administration or the Government fills up the rest of the 
loan, then we have a workable deal that could be advantageous from 
all sources and make funds available in a reasonable degree and at a 
reasonable cost to the prospective borrowers. 

That has been our attempt, Senator, to try to get some form of par- 
ticipation, as we believe this is the only way this company of ours 
could do the job that it was created for and to operate on a favorable 
basis. 

Senator Brau. Mr. Goldfein, do you want to describe the manage- 
ment and a little bit of the size and type of your company ? 

Mr. Gotprern. Our small business investment company ? 

Senator Beaty. Yes. 

Mr. Gotprer. Senator, would you please repeat the question? I 
am not quite sure I heard it. 

Senator Bray. I just wont you, for the record, to tell us the type 
of management you have and about the personnel operating the office. 

Mr. Gotprern. At present our manager is an attorney who was em- 
ployed by the Federal Government, by the Reconstruction Finance 
Corporation, for a period of 13 years. 

And I would like to brag about Mr. Jacobson’s accomplishments 
in the economy of Maryland and the eastern part of the United States 
and his business experience which has encompassed not only the life 
insurance business, of which he is one of the outstanding men in the 
United States, but which has also enveloped other businesses as well 
which he is interested in. 

My personal background dates from 1936 in the loan business in the 
consumer finance field. That particular experience involves dealin 
with small businessmen in many diversified industries, in the retail 
and wholesale field. 

On our board of directors we have some of the leading citizens 
of Baltimore and the Washington area, whose names, of course, are 
on file with the Small Business Administration. They include bank- 
ers, building and loan executives, and men engaged in various manu- 
facturing and retail activities. ; 

Senator Brau. Senator Sparkman, do you have any questions? 

I would like to say I know both of these gentlemen and I know 
that they have a very sound business background. Mr. Jacobson 
I have known for a number of years. They are well qualified to 
operate any kind of financial institution. 
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I think Senator Sparkman has some questions. 
Senator SparKMAN. First I should like to apologize for being 
late in getting here. As a matter of fact, I had not planned to 
attend this meeting this morning. As you perhaps know, the Sen- 
ate is in session, and I had a matter that was coming up that I 
needed to look into. But when I understood we were having dif- 
ficulty getting members here, I changed my plans and came over. 

I regret that it is necessary for us to run into situations like 
this. I wish the whole subcommittee were here to hear you. But 
those things just cannot be avoided with early-morning sessions of 
the Senate. 

I am sorry that I was not here to hear your complete statement. 
I have read it, and I am impressed with some of the things you 
point out in there. I presume you have covered them in your 
testimony. 

It seems to me that you are making some very helpful suggestions 
to us and you are giving us some facts from experience, even though 
that experience has been short. 

I certainly hope that the Small Business Investment Act may prove 
to be a good law, and I feel that if it is handled properly it will 
be. Like all other programs that are new, it is slow getting started, 
and much will have to be gained from experience as we go along. 

It is from suggestions such as yours, by people who are in the 
field acting and meeting these problems, that I hope we may be 
able to perfect the act from time to time. 

I do think that perhaps every year, for several years, we shall 
have to make amendments, until we get it operating just right. 

For my part, I would say as chairman of the Select Committee 
on Small Business I would welcome suggestions. I know that I 
speak for the membership of the Small Business Subcommittee 
of this committee, and of the full committee, in saying that we 
would welcome suggestions at all times. 

I think you have placed some good information and good sugges- 
tions before us, and I appreciate your giving us the benefit of them. 

Mr. Gotpretn. Senator, if we could have just a few more minutes? 

Senator Bratn. Go ahead. 

Mr. Goupretn. I would like to say that this statement that Mr. 
Jacobson and myself prepared is the outgrowth of actual experi- 
ence and not due to any intellectual gymnastics on our part as to 
how we can make this thing work. 

We have lived with this law since last September, and we decided 
to go ahead back in December despite what appeared to us to be 
many problems. 

During all this period, and since the period that we were issued 
our license, we have been out working. It was our original thought 
that the best success that we could obtain would be by a grassroots 
program of approaching all of our banks in Maryland, with the 
thought in mind that we would suggest to them and thereby win 
their cooperation by explaining to them that we are in the field 
as a Federal licensee for the purpose of implementing and supple- 
menting their lending activities by meeting the needs of those people 
who could not qualify for loans; the same as the SBA is now doing. 

We were greatly encouraged by the fact many banks in Baltimore, 
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Philadelphia, Washington, New York, and elsewhere have indicated 
a profound interest in going over any specific application we have 
from a borrower so they could consider joint participation with us 
on many applications. However, we have also had enough discourag- 
ing moments with bankers to know that we cannot rest upon the 
thought that only through bank participation can we jointly obtain 
Federal participation in a loan. 

An incident only last week has conclusively proved to us that we 
must not rely, in our future and the future of small businessmen, on 
depending upon obtaining joint participation. I would like to quote 
an example. I would be very happy to give names and dates if the 
committee so desires; however, I c not feel it is necessary. 

We had an application from a retail store that has been in business 
for many years through the Annapolis area and the lower end of Anne 
Arundel County in Maryland which the Senator is quite familiar 
with. Itisa retail store engaged in selling pianos. 

They sent their statements to us with the request for a loan of 
$50,000. Examination of the personnel, the people involved, their 
business ability, their financial position, indicated certainly a need 
to change their current status of liabilities to something they could 


pan on a term basis—to me typically what this law was designed 
or. 

I asked the applicant borrower for permission to speak to his banker, 
and he willingly gave it to us. 

We called his banker, explained the situation that the man has 
applied for a loan, that we would be happy to consider the loan, that 
we had given it a preliminary review and felt that it had a very good 


chance of passing our board of directors. 

The bank said, “What do you want of us?” 

I said, “We would like you to consider granting between 5 and 10 
percent of that loan with the bank’s money.” 

In other words, all we were asking them for was between $2,500 
and $5,000 of this $50,000 loan. We intended to take perhaps 15 or 
20 percent of it, which would leave about 75 percent for Small Business 
Administration participation. 

We felt we could deliver a loan to that applicant borrower at a net 
effective cost of between 614 and 7 percent, annual effective cost to 
the borrower, which we felt would be extremely reasonable in the 
light of today’s money market and interest rates. 

I spoke to an officer at the bank, and he said the idea was very inter- 
esting and he would like to present it to his committee and le tus know. 

Four days later he called me back, and to the best of my ability I 
can by paraphrasing quote exactly what he said: “We want no part 
of participation with the Small Business Administration or the SBIC 
or anything that comes from it.” 

This is what we are going to run across if we must depend on bank 
participation. 

I think it is to the prejudice of businessmen in Anne Arundel County, 
because they have a limited number of banks down there that we would 
have to work through, whereas I would feel quite happy to take that 

articular application, process it, have our board approve it for per- 
aan 20 percent participation, and ask the Federal Government for 80 
percent participation. 
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But if we have to do it through a bank, we are stymied before we 
start. 

Senator Beaty. Mr. Goldfein, as you know, you are the first com- 
pany chartered in Maryland, and I think, Mr. Chairman, one of the 
first chartered in the country, so our bankers may not be too familiar 
with what this committee is trying todo. Do you not think they need 
some education ? 

Mr. Jacopson. Senator, I would like to answer that, if I may. The 
experience that Mr. Goldfein recounted was not the complete experi- 
ence with banks. We have gotten a better reception from some of the 
banks on participation, but with one proviso—that we would be re- 
sponsible for pesca instituting, and servicing the loan. 

The fear of the banks to go into term loans is not necessarily over 
tying up their money over a long period of time, but their fear is pri- 
marily with dealing through the Government on participation as far 
as the paperwork is concerned. 

The only way we have sold the banks on entertaining the idea of 

these term loans on participation was that we would be responsible for 
all the paperwork and the processing. The bank would practically 
have very little effort involved in the paperwork. We feel, as a small 
business investment corporation, that that should be our primary 
responsibility, with a close working relationship with the Small Busi- 
ness Administration, which up to this point has been most cooperative 
with us and most instrumental in helping us achieve the position we 
have today. 
Of course, we would more or less become specialized in this field 
in a period of time through experience and get a close working rela- 
ike with the Small Business Administration so that we could 
practically implement these loans without the reluctance of banking 
institutions to go through this long process that they are afraid of. 

There is the point that we have made to the banks that seems to 
receive their cooperation to go into participation; provided we take 
over all of the work involved. 

Senator SparKMAN. You are perfectly willing to do that, are you 
not ? 

Mr. Jacopson. Yes, sir. 

Senator SparKMAN. You believe you ought to do that, do you not? 

Mr. Gouprern. Yes. 

Mr. Jacopson. Yes, we believe we should. But, Senator Sparkman, 
we also believe, as Mr. Goldfein pointed out, that we should not only 
be permitted participation provided a bank is in the loan, because, as 
he pointed out, some banks, regardless of what you are going to do, are 
not going to entertain participation. In certain areas that would 
preclude any possibilities of making loans to small business in that 
area, 

Senator SparKMAN. I want to follow up this suggestion that Senator 
Beall made. I think there isa lot in his suggestion. I base that upon 
my recollection back about 1935, I guess, when FHA first came into 
the picture. I recall how it was almost impossible to get the banks, 
even the mortgage companies, insurance companies, and so forth, to 
participate. 
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If you will think back, you will remember FHA had a terrible time 
getting started. But it did get started, and it has been going quite 
well. 

So I think there is a greater deal to what Senator Beall suggested, 
and that is that the banks are going to need to be educated. It may 
be that some of them are suspicious of this. 

Of course, I agree fully with the statement you made. I realize 
how they would shun the paperwork that may be required. 

Mr. Jacozson. I think that would be the responsibility of the small 
business investment corporation. 

Senator SparkMan. SodolI. 

Mr. Jacozson. But the thing we cannot have crystallized at this 
point is the right to have the Small Business Administration partici- 
pate in our loans. That seems to be our problem today. 

We would, frankly, go ahead and grant the loans on every applica- 
tion we have already approved if we felt that we would have some 
source of refunding through participation with the Small Business 
Administration or a bank in addition. But we can’t put out the 
money until we can get some source of refunding on our loans. 

Senator SparKMAN. Let me ask you this: You may have covered 
this in your statement, and, if so, 1 do not want duplication because 
IT can read the transcript. You came in early. You came in right 
at the first of the year, did you not? 

Mr. Jacogson. May 8 our license was issued. 

Senator SparKMAN. May 8? 

Mr. Jacopson. Yes. 

Senator SparKMAN. You mean you have just been going 10 weeks? 

Mr. Jacosson. That is right, sir. And before you came in I reported 
that we have gotten between 70 and 80 inquiries for loans. 

Senator SparKMAN. How many have you closed ? 

Mr. Jacospson. We have six or seven at the point now that our board 
has approved and accepted, with all investigation, financial data, 
et cetera, completed. We have perhaps another 10 that look as if they 
will be approved after complete investigation. 

Senator SparkMAN. You simply anticipated my questions. That is 
exactly what I was going to ask you—about the business buildup. 
Are you satisfied with the volume that has been building up, the 
prospects? 

Mr. Jacopson. We are overpleased with the response that we have 
received. We feel that if the short 10 weeks that we have been in 
operation is indicative of the needs of small business concerns, we 
could actually find sources of multimillion dollars in good loans which 
would be far beyond our own capital requirements. And that is the 
reason we are so concerned about refunding on our original loans. 

Senator SparkMAN. Does it look to you then that it will be a suc- 
cessful undertaking on your part? 

Mr. Jacozson. We are very optimistic, sir, that the operation can 
be successful. The need is there. The demand is there. 

Senator SparkMAN. Do you think the law needs some 

Mr. Jaconson. We have to find some practical way of working with 
$650,000 capital before we lend ourselves out of business and have no 
further funds, because there is no source of refunding available. 
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Mr. Goxtprrin. I would like to add this to your statement, Mr. 
Jacobson, that these 70 applications that we received were unsolicited 
except by an announcement in the newspapers in Baltimore and Wash- 
ington and the Wall Street Journal that we were ready for business. 

I do not know what would happen if we solicited business. I think 
that is our function, frankly, to go into these small communities 
throughout our area, acquaint the bankers with our program, and 
have them refer the business to us, because they know the needs of their 
community. 

Senator Sparkman. It is something that has to develop; it has to 

row. 

, Mr. Gotprein. Yes,sir. Oh, yes. 

Senator SparKMAN. After all, you are cutting your way through 
the forest, you see. 

Mr. Gotpretn. Weare, indeed. 

Senator SparKMAN. Let me ask just one more question. 
ferred to loans. Have you done any work in the equity capital part 
of the program? Have you had any inquiries or applications? 

Mr. Jacogson. The inquiries that have come in usually are for 
funds. They do not at the beginning discuss the type of loan or the 
equity position. 

In several instances where a debenture came up, convertible deben- 
ture, which would allow us to get equity into the corporation, there 
was no hesitancy. Wecould acquire that. 

We are at the stage, when I say we have approved the question of 
loan, we have not at this point determined with the prospective bor- 
rower the equity position. Again it depends on aber: If we 
go into subordinated debentures, our chances of refunding are much 
less than on long-term loans. So, again, it is a practical problem. 

We would look forward to going into equity positions with these 
borrowers again if we had sources of additional funds when our 
original capital was exhausted. 

So our procedure there is being delayed for a definite answer de- 
pending upon policy provisions for refunding of our original capital 
when it is put out in loans. 

Mr. Gotpretn. I hope you do not mind our speaking as one here 
and interrupting each other, but each of us brings up thoughts that 
have occurred by actual experience. 

The prospect from these 70 applications that we see is this: That 
we are going to have to advise these businessmen as to what is 
best for them financially. In a great many cases the result will be 
that we will recommend a portion of the loan be made in the form 
of convertible debentures and another portion be made in the form 
of long-term loans. So it is quite possible in any given case of a 
loan applicant we may make him two loans—one, we buy his con- 
vertible debentures, and, secondly, in the same breath we give him 
a long-term loan. 

That is what appears to be probable from the applications we 
have received. 

Senator Bratz. Getting back, Mr. Chairman, I am interested in 
the attitude of banks generally, but particularly in Maryland 
where I am a little more familiar with them and know them per- 
sonally. Do you notice any difference in the attitude of the offi- 
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cers in national banks and the officers in the State banks? Are they 
be Shining along the same lines pretty much when you talk to 
them ¢ 

Mr. Jacogpson. Yes, sir, Senator. I would say there would be 
very little difference in their thinking on this question. 

Personally, I know of no segregation in the National or State, 
from my experiences. I have not noticed any differences in the 
thinking. 

Senator Bratt. What I was wondering about, of course, was, since 
they — under different laws, how they compared. 

Right now the feeling is pretty much a little skeptical. Is that 
it ? 

Mr. Jacosson. When we go into a bank originally they look 
askance at the idea entirely. After Mr. Goldfein and I talk to them 
about half an hour and, as you said, give them a little education, 
they sort of warm up to the idea and then leave us with the thought 
that they will consider a loan when we have one that merits it. 

So we feel we have made a lot of progress with the banks that 
heretofore would have turned the idea down cold. They are now 
waiting for us to submit applications to them on a joint basis. 

Senator Brati. Mr. Chairman, I have no further questions. You 
can take over now. 

Senator SpaRKMAN. Just keep your seat. 

Thank you very much, gentlemen. Weappreciate it. 

Senator Breaux. If you want to stand by, we will be glad to have 
you. 

" Mr. Gorprer. Thank you, sir. Thank you for the opportunity. 

Senator Sparkman. Mr. Stanley M. Fisher, of Cleveland, Ohio, 
the general counsel for the Small Business Investment Co. of Ohio. 

Mr. Fisher, we are glad to have you, and if you will, just proceed in 
your own way. 

We have your statement. I will say to you you can present it any 
way you wish. The statement will be printed in the record in full. 
You can read it, summarize it, or submit 1t and speak in your own way. 


STATEMENT OF STANLEY M. FISHER, GENERAL COUNSEL, SMALL 
BUSINESS INVESTMENT CO. OF OHIO, CLEVELAND, OHIO 





Mr. Fisuer. Thank you, Senator. 

For purposes of saving time, may I proceed by summarizing the 
statement ? 

Senator SpaRKMAN. Very good. 

Mr. Fisuer. First of all, let me explain to the committee that I am 
here in my capacity as counsel for the Small Business Investment Co. 
of Ohio, which has not yet been licensed, but was the first applicant 
within the State of Ohio for a license and on June 3 received its notice 
to proceed. 

The company has every intention of proceeding with its formal 
application for a license. 

The group itself is composed of Cleveland business and professional 
men from various fields, banking, engineering, manufacturing, insur- 
ance, accounting, construction, legal, and, incidentally, one of the 
original persons interested in this was a psychiatrist. I do not mean 
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to infer that we felt that we needed his professional services but I point 
this out for the committee’s information, from the standpoint of the 
diversified group of people who have had no previous experience, 
except possibly in banking, in the financing field. 

The group became interested originally from the standpoint of help- 
ing small business concerns within the State of Ohio and petienlasty 
within the general area of Cleveland. The group was interested from 
the standpoint of the leverage that was indicated by the act. We have 
been disappointed by what we consider unnecessary restrictions by 
the Administration on the advance of Government funds. 

The regulations state that the Government will participate in the 
initial capitalization only to the extent private funds are not available. 

It was our interpretation of the act that Congress intended to attract 
into this field private capital heretofore untapped. Private capital 
of top-bracket taxpayers was already at work in this field in the form 
of companies such as J. H. Whitney and the American Development 
& Research Corp. 

It can hardly be said that the act was needed to encourage companies 
of this size and stature. They have existed before the act was passed, 
and they continue to exist. 

They deal, as I understand, in loans of the size of anywhere from 
$500,000 to $1 million. 

The majority of the inquiries that we have received certainly have 
not been in that category. If you assume that the minimum capitali- 
zation with which a company can begin is $300,000, and the 20 percent 
maximum on one loan is $60,000, you can see that we are far from 
achieving a similar outlet such as J. H. Whitney Co. has. 

However, we have found that if we are to achieve this leverage 
which is attractive to the individual investors it is necessary for us 
to receive from the Government the maximum participation that is 
offered us. We have not asked for the maximum participation to 
begin with because the group initially was able to raise or will be 
able to raise $160,000. The Government in their notice to proceed 
has indicated that they will advance through subordinated debentures 
$140,000. 

In going to the banks they have indicated their interest in giving us 
further leverage or achieving it through loans only if Government 
money is available. In other words, if we walk in with only $300,000 
of our own money without any experience in this field, banks are not 
interested in giving us anywhere near the 4 to 1 debt to equity ratio 
allowed by the act. However, the banks have indicated that if we 
could raise $300,000 from the Government approximately, $150,000 
initially, $150,000 possibly after we begin operations, that we could 
go into the banks and possibly raise another $300,000 to $500,000. 

We recognize that it is necessary to have more than the minimum 
capitalization. We feel to be successful it is going to be necessary 
to achieve approximately a million dollars in capitalization. 

Senator Bratt. What is your capitalization ? 

Mr. Fisuer. Initially, Senator, as I said, we are only at the stage 
of proceeding with our formal application. Our proposal states that 
we will have an initial capitalization of private funds of $160,000, 
with $140,000 to be received from the Government. 
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It has been indicated that if we were to achieve other funds between 
the time that we receive our notice to proceed and the time that we 
draw down the Government funds that the debentures or the $140,000 
would be reduced proportionately by the amount that we might 
achieve by other sources. 

Thus far we have not obtained additional capital. However, the 
publicity that we have received in local newspapers has brought a 
flow of inquiries not only from prospective borrowers but from pros- 
pective investors. However, these investors are going to sit on the 
sidelines, we are afraid, until they see what our experience is in the 
field and until they are assured that we have received what they con- 
sider the necessary leverage. 

Senator Sparkman, at the AMA conference, raised another point 
that we endorsed. I do not say he raised it; I think he raised it in the 
form of a question. That was the interest to be charged on the money 
advanced by the Government. 

At the time Senator Sparkman spoke in New York, 5 percent was 
a fairly high rate of interest. Today, with the increased interest rates, 
it does not seem as high. Nevertheless, we feel that it is necessary or 
advisable for the Government to charge only an interest rate com- 

arable to their cost, because it is natural that the small business 
investment company that has Government funds is going to pass on 
that increased interest rate to the borrower. It is the feeling of our 
group that we will be doing well in the first 2 to 3 years of operation to 
break even. 

We feel that our break-even point will be on our interest rate 
charges. Profit we hope to achieve through capital gain by the con- 
vertible debenture route in hopes that the companies that we invest 
in will grow and eventually we will either be able to have the com- 

anies in a position where they are able to repurchase or there will 
* a secondary market available for refunding these equity interests. 

More important than reducing the interest rate, however, we feel 
at the inception that it would be quite helpful to a small business 
investment company such as ours to grant a 2- or 3-year moratorium 
on the payment of interest. We feel that the 2- or 3-year period is 
necessary to get these companies on their feet. 

We cannot see in our own outlook any profit to be realized in those 
first 2 or 3 years. 

In addition, we feel consideration should be given eventually or 
some thought should be given at this time to the possibilities of risk 
insurance. 

I do not have the answer as to what form this risk insurance should 
take, nor do I have the answer in what way a secondary market 
should be set up, but I do feel that now is the time to give considera- 
tion to these additional safeguards that may be necessary to keep the 
smaller small business investment companies on their feet. 

Senator Bratt. Do you mean that that should be additional legis- 
lation ? 

Mr. Fisuer. I believe consideration should be given to eventual 
legislation. I do not think it is necessary immediately, but I feel 
that these companies may run into quite a bit of difficulty in their 
first 2 or 3 years, and if we have to sit back and wait during this 
crucial period for consideration to be given by the committees and 
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the Congress to the type of risk insurance or secondary market to 
bolster these companies up, it may then be too late for many of them. 
They may go down the drain. 

So what I am saying is that I feel this is the time now, at the very 
inception of the program, to give consideration to the possibility 
of a need for safeguards such as risk insurance that could be paid for 
by premiums of the small business investment companies and some 
type of secondary market. 

We do not feel that companies such as ours that will be investing in 
small business concerns whose assets indicate the possibility of public 
issues are going to be able to get out of those companies too easily. 

I have read Mr. Barnes’ testimony that his feeling is that with the 
enactment of S. 2139 and the additional means of equity financing 
that this will allow pension trusts and insurance companies, to come 
into this market. However, I think it has been stated that companies 
with assets of less than $300,000 are very, very slim prospects for 
public issues or by the same token slim prospects for purchase by 
pension trusts or insurance companies. 

We fell also that from our experience in this interim period between 
filing our proposal and receiving our notice to proceed, from the 
number of inquiries that we have received from prospective borrowers 
which number in excess of 100, 90 percent of these companies have 
directly asked for long-term loans. When we mention the other 
vehicle, convertible debentures, they are taken aback, and they have 
little interest at present in giving up any ownership in their com- 

any. 

We have thought of the possibility of encouraging long-term loans 
through allowing stock options possibly. 

I realize this too means the giving up of ownership in the company, 
but some method of encouraging companies such as ours to grant long- 
term loans I feel is necessary. 

I think the reduced interest rate on the Government’s money and 
the possibility of risk insurance in connection with loans, would make 
our loans more attractive. 

But at present we feel that we are mainly interested in directing 
our financing through the convertible debenture field with long-term 
loans as a secondary feature to back up these companies in which we 
first give our financing through the convertible debentures. 

We do endorse all the proposed amendments to the act contained 
in S. 2319. 

In connection with the stock purchase by borrowers which is now 
mandatory, we feel that this should be permissive. It is not clear 

to me whether or not the act as amended will permit a small business 
investment company and a borrower who both agree that it might 
be advantageous to both parties to have the borrower purchase stock 
in the small business investment company. We do not. know whether 
or not the amendment will now permit this or whether or not the 
regulations that are set forth by the Administration in connection 
with the amendment will permit this, But we do think that it should 
be permissive. 

I agree that it should not be mandatory, but I think there were 
some fundamental reasons for having this provision in the act in the 
first place. 
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The tax bill, S. 979, we think is another step forward. Again our 
group represents middle income tax bracket people. We feel that 
some positive incentive from the tax standpoint should be given to 
these people. We feel that a positive factor in stimulating investors 
of all brackets would be in allowance of dividends from the company 
as a reduction of basis or dividends at capital gain rates. 

I would like to say that the assistance of the Investment Division 
of the Small Business Administration has been invaluable to us in 
formulating and processing our proposal. We feel that the Adminis- 
tration has been and will be sympathetic toward our problems. 

We have run into a delay in processing our application with our 
State securities division and State corporation division. We think 
eventually seeming conflicts between State regulations and the act 
can be resolved by meetings between the Administration and State 
authorities. 

At the present time our company, being the first company in Ohio, 
was the first to approach the securities division. We think the prob- 
lem has been resolved and that this will help other companies that 
follow us within the State. 

I might add I have an article that appeared in the Cleveland Plain 
Dealer on June 18 which may be of interest to the committee from 
the standpoint of what the State of Ohio, the legislature, has done. 

They have introduced a bill that will permit State development 
corporations. In addition, a companion bill was also passed by the 
Senate, without any opposition, which would empower State banks 
to put funds into small business investment companies, “a new type 
of corporation authorized by an act of Congress in 1958.” 

I would like to submit this article. 

Senator SparKMAN. That will be included as a part of your testi- 
mony. 

Mr. Fisuer. This has nothing to do with our particular company 
but I thought it might be of interest to you as to what Ohio itself 1s 
doing in connection with this act. 

Senator SparkMan. It is interesting. 

(The newspaper article referred to follows :) 


[Cleveland Plain Dealer, June 18, 1959] 
Brtts OK’p To Hetpep FINANCE NEW INDUSTRY 
(By Ray Dorsey, Plain Dealer Bureau) 


CoLuMBus, OnIO, June 18.—The Ohio Senate today passed two house-approved 
bills aimed at making Ohio increasingly attractive to business and industry 
through the opening up of new credit sources. 

One of the measures sets forth the methods whereby development credit 
corporations, such as are permitted in nearly a score of other States, may be 
formed in Ohio. 

State Senator Oliver Ocasek (Democrat-Northfield), who spoke for the 
legislation, said: 

“This bill would open the way for the establishment of possible new sources 
of long-term equity-type credit to deserving industries and businesses that either 
seek to locate in Ohio or expand their facilities here.” 

Explaining how the development corporation plan works, Ocasek continued: 

“A corporation of this type would be the means of pooling the funds of inter- 
ested parties, and particularly the funds of financial institutions, in order that 
loans on a second mortgage or other semisecured basis, admitted risky in nature 
and normally not eligible for regular commercial credit sources, could become 
available to these industries and businesses. 
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COMPETITION 





OF OTHER STATES IS CITED 


“The need for this type of credit source has been growing in Ohio for some 
time. The bidding on the part of other States for industrial plants becomes 
stronger each year.” 

Stock in the development corporations is sold to utilities, local business firms, 
chambers of commerce, railroads, and other groups interested in developing 
their areas. For each $1 of stock sold, the corporation acquires authority to bor- 
row up to $10 from financial institutions that would be known as members. 

To keep risk at a minimum, no bank would be permitted to lend more than 2 
percent of its capital structure to a development corporation. 


COMPANION BILL VOTED WITHOUT OPPOSITION 


A companion bill, also passed by the senate without any opposition, would 
empower State banks to put funds into small investment companies, a new type 
of corporation authorized by an act of Congress in 1958. 

Such companies could be formed by individuals or other corporations, includ- 
ing financial institutions, to make long-term equity loans to business and indus- 
tries. The security of such loans would be restricted to convertible debentures 
of the borrowing companies so as not to tie up all the assets of the borrower. 

The measure will have to go back to the house for concurrence in minor 
amendment, but they are expected to be ready for the Governor’s signature 
sometime next week. 

The senate also passed and sent to the house a bill to provide for civil action 
against persons who dump trash on another’s property. 


Senator SparKMAN. Any questions, Senator Beall ? 
Senator Brary. No. 


Senator SparkMan. Thank you very much. You have given us 
some good suggestions. 


I hope your company pushes right on and proves highly successful. 
Mr. Fisuer. Thank you. 


(Mr. Fisher’s prepared statement follows :) 


STATEMENT OF STANLEY M. FISHER, GENERAL COUNSEL, SMALL BUSINESS 
INVESTMENT Co. OF OHIO, CLEVELAND, OHIO 


As counsel for the Small Business Investment Co. of Ohio, we welcome this 
opportunity to offer our comments on and relate our experiences under the act 
and its administration to date. 

The Small Business Investment Co. of Ohio is composed of a group of Cleve- 
land business and professional men whose experience and contact with small 
business concerns in Ohio had convinced them that there was a need for 4 program 
to help meet the financing requirements of small business, and that Congress had 
gone a long way toward meeting that need by enacting the Small Business 
Investment Act of 1958. The group began preparation of their application for a 
license in August 1958. However, applications were not accepted until after the 
adoption by the Small Business Administration of its final regulations for admin- 
istering the act in November 1958. The company filed the first proposal for a 
license under the act in Ohio and one of the first in the country. On June 3, 
— the company received a notice to proceed for its formal application for a 
icense. 

The company’s experience during the past 10 months, in dealing both with 
potential investors and potential borrowers, has tempered the original enthusiasm 
and convinced us that certain basic changes in the act and the administration 
thereof are necessary if this program is to fulfill its objectives. 

Initially, interest was engendered, from the standpoint of the investor, by the 
promised leverage available through the use of Government funds and the pros- 
pect of tax concessions. However, the leverage available has not proved as 
significant as anticipated; and, the tax advantages have been of greater benefit 
to the top-bracket taxpayers and have offered little or no inducement to middle- 
bracket taxpayers. 

In order to encourage and facilitate the formation and growth of small busi- 
hess investment companies, the act provided for the advance of Government 
funds. However, the administration appears to have imposed unnecessary re- 
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strictions in this regard by its requirement that the Government will participate 
in the initial capitalization of a small business company only to the extent that 
private funds are not available (regulations sec. 107.32-1C) ; and, that a commit- 
ment by the Small Business Administration to purchase a licensee’s debentures 
will be reduced to the extent private funds are acquired prior to the disburse- 
ment by the Small Business Administration on account of such commitment 
(regulations sec. 107.32-1F). An impasse is thus created since the medium 
income private investor is attracted principally through the promise of leverage 
available by taking the maximum advantage of Government funds. The restric- 
tions imposed by the regulations do not appear to be required by section 302(a) 
of the act. 

Coupled with the restriction on leverage, is the imposition of a 5-percent inter- 
est rate on funds received from the Government. There appears to be little 
disagreement that a small business investment company will do well to break 
even during the first 2 or 3 years of its operation. The interest spread between 
the cost of the money and the rate of interest on loans made will have to be at its 
maximum to insure that it balances out the expense of operating the company. 
It must be kept in mind that these private investment companies must be self- 
supporting and have no form of subsidy to depend on. It would appear more 
realistic and in keeping with the apparent intention of the act to set the rate of 
interest at the cost of the money to the Small Business Administration. Further, 
aid should be given to the small business investment company during its forma- 
tive years by a 2- to 3-year moratorium on the payment of interest. 

At present, the act provides that investment companies may finance small busi- 
nesses only through the medium of long-term loans or convertible debentures, 
The proposed amendments designed to add flexibility to the program by permit- 
ting financing through the medium of convertible debentures with terms of 
redemption negotiated rather than fixed by statute; debentures with detachable 
stock purchase warrants and with negotiated redemption terms; preferred stock 
with negotiated redemption features with or without participating or convertible 
features; common stock or other means that the Administration approves will 
improve the marketability of such securities and should be adopted. 

In view of the risk inherent in and the admittedly experimental nature of the 
financing which this act wishes to encourage, further consideration must be 
given to some form of risk insurance in connection with a small business invest- 
ment company’s lending activities. Also, consideration to the development of a 
secondary market for the securities that will be held by the small business 
investment companies should be given, since we are still not convinced that such 
securities will be attractive for purchase by trust funds, pension funds, and 
insurance companies. 

Further inducements must be made for small business investment companies 
to make long-term loans to both corporations and unincorporated businesses. 
Our experience from the numerous inquiries that we have had from small busi- 
ness concerns is that they are primarily interested in long-term loans. Liberal- 
izing of interest rates will be of some aid in this area but not the primary solu 
tion. The addition of risk insurance mentioned earlier would be of further help. 
In addition, it may be necessary to add long-term option agreements on the pur- 
chase of stock in a small business concern to add sufficient incentive and some 
method of acquiring equity in unincorporated businesses which constitute a 
major segment of small businesses. At the present, the act provides that the 
small business investment companies cannot acquire a proprietory interest in 
the borrower on long-term loans except through the medium of collateral 
securities. 

Turning now to the so-called tax advantages, we find that they are of material 
benefit only to those taxpayers who are in the highest bracket, and of little 
advantage or incentive to the middle bracket taxpayer. This, of course, is not 
a problem of administration nor of the Small Business Act itself. However, 
if this program is to become really attractive to private investors, tax conces 
sions that are other than negative, must be made. A partial return of divi 
dends to investors at capital gain rates or as a reduction of basis would be 4 
positive factor in stimulating investors. 

Again, the long-term loan aspect of the act suffers by the 15 percent advat 
tage given to small business investment companies on dividends received a8 
against conventional corporations. To counterbalance this advantage of cor 
porate borrowers, the recommended deduction of 15 percent of the interest 
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received by small business investment companies on long-term loans is vital. 
Exemptions from possible imposition of the accumulated earnings tax under 
section 531 of the Internal Revenue Code should be given for small business 
investment companies as long as the investment companies’ accumulated earnings 
are reinvested in long-term loans and equity investments as provided under the 
Small Business Investment Act. Another recognized problem area in the tax 
field should be eliminated by exempting small business investment companies 


from the personal holding company provision of section 541 of the Revenue 
Code. 


Turning to the actual administration of the act by the Small Business Invest- 
ment Division of the Small Business Administration, we have found their assist- 
ance invaluable in formulating and processing our proposal. The Administra- 
tion, as well as those interested in forming companies under the act realized that 
the early period had to be on a trial and error basis. We feel that the Adminis- 
tration has been sympathetic toward the problems encountered by the pro- 
ponents. We feel that ease in processing proposals will be achieved when 
trained personnel, familiar with the act and its administration, are available 
for regional offices. State problems connected with the formation of these 
companies, particularly the securities and corporate divisions, can be elimi- 
nated by conferences held by the Administration with the State agencies to 


resolve problems of seeming conflict between State regulations and corporation 
laws and the act. 


As counsel for the Small Business Investment Co. of Ohio, we want to thank 
the subcommittee for the invitation and opportunity to express our views. We 
are confident that with a few basic changes, the Small Business Investment 
Act can prove to be of material benefit to our economie structure. 

Senator SparkMAN. The next witness is Mr. Robert B. Kay, gen- 
eral counsel for the Trinity Small Business Payee Co. 

Mr. Kay, will you proceed in your own way? We have your pre- 
pared statement. It will be printed in full. You can read it, sum- 
marize it, or discuss it, any way you wish. 


STATEMENT OF ROBERT B. KAY, GENERAL COUNSEL, TRINITY 
SMALL BUSINESS INVESTMENT C0., GREENVILLE, S.C. 


Mr. Kay. Thank you, Mr. Chairman. 

Senator SpARKMAN. We welcome you before the committee. 

Mr. Kay. I am here as general counsel for Trinity Small Business 
Investment Co., Greenville, S.C. 

I think for the sake of time I too will summarize our statement. 

We are a proposed small business investment company made up of 
a variety of persons including consulting engineers, commercial bank- 
ers, manufacturers, retailers, insurors, real estate experts, attorneys, 
and tax experts. 

We composed our board in this particular fashion with the idea that 
in the setts stages of the company the directors would have a great 
deal to do with the formation of policies in advising and consulting 
with small business investment concerns. 

The crux of our statement, frankly, gentlemen, is that we feel the 
Small Business Administration and the Securities and Exchange 
Commission have both done a good job to date and are doing every- 
thing i in their power to expedite and get these companies into op- 
eration. 

Our chief concern, however, is the continuous flow of capital into 
these companies. 

I have talked with the State Board of Bank Control in South Caro- 
lina, which is composed of National and State banks. The State banks 
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are a little reluctant to go into the program. One reason is that at 
this time they cannot buy the stock in South Carolina. But the other 
reason is they say that in their transactions making a loan to a small 
business concern they can get 90 percent participation with the Small 
Business Administration. If they come into our company they would 
not be allowed this participation. 

We feel that there has to be other inducement to encourage capital 
to come into the program from the middle-income group. We know 
that the tax advantages are negative, only attractive to the high- 
income bracket. 

We know and feel that the companies can be locked in from a finan- 
cial standpoint within a very short time. 

Our company has been given no publicity inasmuch as we are under- 
going full registration with the Securities and Exchange Commission, 
and I might add that we have our letter of comment which was de- 
livered, I believe, Saturday. We anticipate being effective there 
within the next 10 days. 

In the South, particularly South Carolina, we have felt it was 
vitally important to the raising of capital that our company be regis- 
tered under the Securities Act of 1933. We are, of course, under the 
1940 act as well, inasmuch as we will have more than 100 shareholders. 

At this time we are not too concerned with the personal holding 
company phase of the program inasmuch as our directors feel that 
we have to have a tremendous sum of money and that it must con- 
tinuously come into the company. We know that if we raise $2 mil- 
lion now that in all probability it could be placed, and in rather sound 
business concerns, within a year. If we are locked in at the end of 
that year, we fear that we will again have to go to the public, be- 
cause in our experience insurance companies and other financial in- 
stitutions are not concerned in securities of any company that does 
not have an experience of from 3 to 5 years. We feel certain they 
are going to look at the securities of the small business investment 
companies and our portfolios in the same light. 

The banks in our State to date have not shown any great interest 
in the Investment Company Act. This I personally do not understand. 
We would recommend that any method feasible to this committee be 
used to encourage more private capital to come into the program, as 
the act itself specifies that they lone equity capital from private 
sources in the program. 

We do not want to lean on the Federal Government any more than 
is absolutely necessary, but in the event we get locked in I feel certain 
we will probably exercise our privilege of borrowing 50 percent. of 
our paid-in capital and surplus in the event we cannot procure it 
elsewhere. 

That, Mr. Chairman, is the crux of our statement, and I will sub- 
mit the entire statement. 

If there are any questions you would care to ask us, I would be 
glad to answer them. 

I might add this: That the recommendations made by the Small 
Business Administration in our opinion are certainly sound and have 
a lot of merit. But as to the one phase of changing the type of in- 
vestment that we can go into, as to whether or not it is common, pre- 
ferred, or detachable warrants, we do not feel the styling of the 
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instrument itself will substitute for seasoning with the financial in- 
stitutions. I do not think that will be relevant at this stage. Provided 
we can encourage private money into this program, we ‘will not have 
that problem certainly for the first 3 or 4 years. 

Senator SparKMAN. I was interested in one thing you bring out in 
your paper. I want to refer to it very briefly. 

You say: “A State development company with capital and surplus 
of $300,000 who has borrowed $1,500,000 from other sources can also 
borrow $1,500, 000 from SBA. An investment company with private 
capital of $300,000 is only privileged to borrow $150,000 from SBA, 
regardless of any borrowings from other sources. Other minor in- 
equities exist, but they do not warrant discussion here today.” 

In other w ords, you think that the act really favors the State de- 
velopment company to the detriment of the private investment com- 
pany ¢ 

Mr. Kay. I think under the current program I would say it is 
more favorable to a State development company from the stand- 
point of perhaps a secondary market. 

We are all vitally concerned now with the primary market, but I 
think in the secondary market it would be much more favorable to a 
State development company. 

Senator SparKMAN. I was going to ask you if you did not believe 
the function of a State development company to be different from that 
of an investment company. 

Mr. Kay. I do, yes, sir, because most State development companies 
that I am familiar with—I have read primarily about them, and we 
do have one in South Carolina—are primarily interested in the lend- 
ing side. We are going to be primarily interested in the investment 
side. 

Senator SparKMAN. I believe your company is not yet in operation. 

Mr. Kay. That is right, sir. 

Senator Sparkman. But you are right in the final stages? 

Mr. Kay. Yes, sir. 

Senator SparKMAN. What was it you said you received a couple of 
days ago? 

Mr. Kay. The letter of comment from the Securities and Exchange 
Commission. 

Senator SpaRKMAN. Oh, yes. 

Mr. Kay. It is my understanding we will be the second company 
cleared. And we, for that matter, are having a total public offering, 
in contrast to Electronics Capital. They paid in the $300,000 capital 
and surplus. We are actually having a complete total offering under 
the program. 

Senator SparkMAN. Thank you very much. We appreciate your 
presentation. We are glad to have your suggestions. 

Mr. Kay. Thank you, sir. 

(Mr. Kay’s prepared statement follows :) 


STATEMENT OF Rospert B. Kay, Guvrear COUNSEL, TRINITY SMALL BUSINESS 
INVESTMENT Co., GREENVILLE, §8.C. 


Mr. Chairman, members of the committee, passage of the Small Business In- 
vestment Act of 1958 has opened the door to a long neglected area of financial 
problems. It can prove to be one of the most important steps in financing 
further expansion of not just the small business segment, but the entire Amer- 
ican economy. 
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There has been much discussion concerning the administration of this pro- 
gram to date. With very few exceptions, Small Business Administration has 
done an excellent job. They were charged with establishing an organization 
and formulating a program completely foreign to their own activities. They 
are to be congratulated for the progress they have made. The Securities and 
Exchange Commission has taken several constructive steps to implement a 
workable program for these companies seeking public financing under the act. 
Testimony has been submitted in other congressional hearings condemning the 
numerous regulatory statutes affecting small business investment companies. 
To the inexperienced eye it first appears that the Securities and Exchange Com- 
mission is duplicating the Small Business Administration activities. This is 
not the case. After meeting the many requirements of both agencies, it is ap- 
parent to me the primary concern of the Small Business Administration is the 
welfare of the small business concerns while the primary concern of the Secu- 
rities and Exchange Commission is full disclosure as a protective measure to 
investors. Such dual regulation will no doubt slow down the organization of 
small business investment companies, but should give greater statute to this 
new financing medium than could ever be obtained through wholesale freelance 
operations. As more experience is gained in this field I am sure there will be 
less regulation—and more benefits—from both SBA and SEC. 

My purpose in appearing here today is to point out a void that exists in this 
program. During the many hearings held prior to passage of the act, numerous 
references were made to “the gap that exists between the Commercial Banker 
and the Investment Banker in financing small business’—little has been said 
about the equally important gap that exists between the fixed dollar investment 
and the equity-type investment facilities available to the small investor. The 
time alloted me does not permit a detailed discussion of these various pro- 
grams, but speaking in generalities, the gap exists in the area of fixed dollar 
savings in Government bonds, savings banks and savings and loan associations 
versus investments in open-end mutual funds and the New York Stock Ex- 
change monthly investment plan. It is quite true that the investment com- 
munity has done an excellent job of educating the small investor in using these 
mediums, but the fact remains that the number of such investors is still rela- 
tively insignificant when compared to the large number of holders of insur- 
ance annuities, savings bonds, savings and loans shares, etc. Hearings last 
year on the question of “variable annuities” substantiated the need for sup- 
plementing existing savings programs with an investment plan geared to our 
economy rather than an obsolete dollar. 

Small business investment companies, organized and regulated under the 
Small Business Investment Act of 1958 could well be the vehicle to fill this 
gap if some further action is taken to generate investments from the general 
public. The tax advantages offered under the act are negative, and designed 
to appeal to people in the high tax bracket. These wealthy and sophisticated 
investors, with few exceptions, do not need, and are not going to contend with 
the various regulations under which this program is now administered, just to 
receive these negative benefits. Naturally, SBA in drafting its regulations 
has been concerned mainly with the protection of the uninformed smail busi- 
ness borrower, whose benefits under the program are numerous. Likewise, 
SEC is concerned with the protection of the uninformed investor—this is as it 
should be. But nothing has been done to attract this investor to put his sav- 
ings to work in this program. 

Small business investment companies, from the standpoint of the service 
they are expected to render, have been given a place in the financial community 
alongside the commercial banks and other regulated institutions. But, from 
the viewpoint of stability and safety to the investor, nothing has been done to 
sanction such a status. 

If this program is to be successful, consideration must be given to providing 
investors with some form of Federal indemnity against fraud, similar to that 
afforded shareholders of savings and loan associations and other supervised 
institutions. Also, there must be some medium of intermediate credit assist- 
ance such as that offered other financial institutions by the Intermediate Credit 
Bank, Federal land banks, etc. 

This latter need has been partially recognized in the act and is evidenced 
by the favorable financial aid offered State development companies. It is 
interesting to note that while provisions of the act favor these State develop- 
ment companies those administering the program expect the greatest assistance 
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to small business to come from the investment companies. An example of the 
difference in the aid SBA offers is as follows: 

A State development company with capital and surplus of $300,000 which 
has borrowed $1,500,000 from other sources can also borrow $1,500,000 from 
SBA. An investment company with private capital of $300,000 is only priv- 
ileged to borrow $150,000 from SBA, regardless of any borrowings from 
other sources. Other minor inequities exist, but they do not warrant dis- 
cussion here today. 

Presently recommended legislative revisions are constructive and will give 
increased flexibility to operational management but will not materially contrib- 
ute to the raising of primary capital for small business investment companies. 
The suggestion that the use of a variety of security instruments would create a 
better secondary market for small business investment companies portfolio 
securities with institutional investors is true to a certain degree. However, ex- 
perience indicates that these institutional investors will not waive seasoning for 
styling and is evidenced by the inability of the investment and commercial bank- 
ing fraternities to make substantial private placements of small business financ- 
ing. This was the major point that led to passage of the Small Business Invest- 
ment Act of 1958. A primary source of funds should be our first concern. 
Secondary markets will automatically exist for larger and seasoned issues and 
the small business investment companies will find it just as difficult as has the 
small business community to invade this market through restyling alone. 

In conclusion, let me point out that unless the act is supplemented with some 
program to attract a considerably greater number of investors, and further 
provisions is made for increased intermediate credit funds, then the investment 
companies which are expected to aid small business are faced with the very 
same problem which they were created to eliminate. This is the cost of raising 
money and the effort involved will be prohibitive. 

Thank you. 


Senator SearKMaANn. Next will be Mr. Thomas Graham and Mr. 
Tyrus H. Davis, from Louisville, Ky., representing the Southern 
Small Business Investment Co. 


Will both of you gentlemen come around? We are glad to have 
you before us. 


STATEMENT OF THOMAS GRAHAM AND TYRUS H. DAVIS, SOUTH- 
ERN SMALL BUSINESS INVESTMENT CO., LOUISVILLE, KY. 


Mr. Granam. Thank you. 

I am just going to make a short statement. 

For many years, as you know—I guess since 1950, Senator—we 
have discussed certain legislation that would be helpful to equity 
financing. 

The one thing that has impressed me more than anything else 
in my many trips to Washington, and the kindnesses that have been 
shown me, is the difficulty of explaining to people up here what the 
term “equity” means. They always get into the loan situation. Ac- 
tually what we need to do is, as I see it, coming from a State, is to set 
up an equity banking system that would be the equivalent of the 
commercial banking system and the investment banking system, the 
home loan bank sy stem, and the Federal Reserve System. 

Of course, I realize that even the Federal Reserve Act of 1913 had 
to be implemented by additional legislation to make it work. 

I have not been disappointed in this particular piece of legislation. 

I think the important thing has been that the Congress has come 
to the realization, and the people of this country, that we have to do 
something for medium-sized and small business from an equity stand- 
point. There is a grave lack in that particular regard. 
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We have worked out the matter for years in one way or the other, 
as you know, on a practical basis. 

Mr. Davis here is our investment counsel. He has had experience 
in big business and in teaching. He can give his own qualifications. 
He has just recently written a memorandum on the equity banking 
system which you have been trying for years to get set up. 

“So I thought that. outside of any comments or any questions that 
you would care to ask me, if I can answer them, I would simply intro- 
duce Mr. Davis and let him carry on from there. 

Senator SparkMAN. Thank you, Mr. Graham. 

I must say, since you referred to 1950, that you may remember that 
is the first year I introduce the bill, and I believe you were one of 
the first to get in touch with me regarding it. I have had many 
communications from you and talks with you and many helpful sug- 
gestions over the years, so I know you have followed closely the de- 
velopments in this whole matter and that you have been greatly 
interested. 

Mr. Davis, we will be very glad to hear from you. If you will 
state to the reporter the apacity in which you appear, and your 
qualifications if you wish to do so, we will be glad to have you to 
proceed. 

Mr. Davis. Thank you. 

Very briefly, my name is Tyrus Davis. I am president of the 
Tryus H. Davis Co., and investment counseling firm in Louisville. 
I am an officer of a closed-end investment company, Bankers Southern, 
Inc., which was set up to work under the 1940 act which regulates 
investment companies and the 1933 act which handles their “public 
offering of securities, with a very strong interest in small business 
equity financing previous to the enactment of the Small Business 
Investment Act of 1958. 

Some 2 years ago we had the pleasure of appearing before this 
committee in its first hearings, and I might say here that the progress 
that has been made has been very rew: arding and very satisfying to 
those of us who take very seriously this “problem of small- and 
medium-sized business and their existence in this American way of 
life of ours. 

That perhaps is central to our attitude in this. We are primarily 
investment bankers. I note with great interest that within the last 
several months several of the prominent investment banking firms 
of this country, namely, Hayden Stone—and I see on your witness list 
that you have Mr. Loeb coming in tomorrow—have decided that this 
facet of the American enterprise system does have some merit, that 
there is some possibility here of using the funds of private capital 
in association with Government agencies to protect this heritage. 

I think that anyone with any degr ee of economic history will have 
to agree that the disappearance of small- and medium-sized businesses 
over the past 20 years represents a fairly grave problem and one which 
all levels of our system ought to look into with some degree of 
seriousness. 

I think that the legislation that culminated in this Small Business 
Investment Act is consistent with the interest of the Congress and the 
various State agencies, the private capital people, and now, lo and 
behold, the investment people. So this makes it a rather priceless 
product which I think we ought to implement just as soon as possible. 
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We had the opportunity of testifying several weeks ago before 
the House committee. At that time we pointed out several things 
which we thought might be useful in carrying out the intent of the 
Congress in this particular bill. We pointed out some of the dangers, 
I think, that are inherent in this type of financing from the standpoint 
of local area markets. 

I would like to just talk about these things for the next several 
minutes, and that will almost conclude, I think, 2 years of rather 
active work on this subject. 

I think this program is off the ground now. I think it can go. I 
think we have some problems. 

One of them certainly is going to be in the area of profit. How are 
these companies which are set up privately and not with a banking 
affiliation as a subsidiary of a bank going to make money ? 

On the basis of minimum capitalization figures and taking into con- 
sideration the long term of these particular equity purchases, I feel 
that they are not going to take very much money. As such, the at- 
traction of private capital is going to be very difficult, if not im- 
possible. 

We know in the investment business as a whole, in order to procure 
private capital, one has to offer a profit motive. I think that we 
would be less than sensible if we did not consider that as a primary 
thing in this. Certainly there are a good number, hundreds of 
thousands, of securities being offered for sale in the common market 
today. What would make this one attractive as a purchase on the basis 
of these minimum capitalization rates? It would not make it an 
attractive purchase at all. 

In addition to this, we have a problem of staff and technical work 
which a good number of these companies are not going to be able to 

rovide—not at the rates that they can charge, where legal limits of 
State interest are almost the same as the 5 percent rate that the 
Government is charging for money that they are lending to these com- 

anies. 
: These are rather basic things, I think. These are things that these 
companies which are being set up by minimum capital ratios are 
going to run into. 

One of the areas where we thought the greatest support for this 
particular legislation would come from was from the regulated invest- 
ment companies formed under the Investment Company Act of 1940. 
Tam sure that most of you know that this particular act, the Congress, 
when the act was written, made specific provision for participation of 
regulated management companies to provide equity capital financing 
for small- and medium-sized businesses. These companies represent 
an asset level of in excess of $14 billion and would provide a very, 
very helpful source in this capital flow market. 

With the minor exceptions noted by a particular witness of the J. 
H. Whitney people and the American Research and Development peo- 
ple who are specialists—by the way, the American Research and De- 
velopment group is a specialized group hitting primarily toward 
technical and research type companies—I just do not know of and 
have not been able to discern any appreciable interest on the part of 
this great capital pool in this type of finance. 

43183—59——15 
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That makes it somewhat inconsistent again that we have in the 
Investment Company Act a provision for this type of financing with 
very small participation. 

We had said that perhaps there was a problem in semantics here, 
that these companies should never have been called investment com- 
panies, that possibly we made a mistake in the literature, that they 
should have been called something other than investment companies. 

Senator SparKMAN. For instance? : 

Mr. Davis. Equity companies. 

Senator SparKMAN. As a matter of fact, we wrestled over that, not 
so much the name but the division between equity, long-term loans, 
and so forth. You would be surprised how much discussion those 
terms brought up in the committee during the time we were writing 
the act. 

However, it was purposely done by the committee. The decision I 
think was deliberately arrived at to set up what you might call a 
two-pronged program involving both equity and long-term loans, and 
we thought perhaps the word “investment” in the title would be ap- 
propriate and probably would be the preferable. 

Mr. Davis. I am not begging the point of the word, Senator. What 
I am saying is that the use of it threw these companies under the 
Investment Act of 1940 with its restrictions. 

I am not saying these restrictions——- 

Senator SparKMAN. I will say that was thoroughly discussed in the 
committee too. 

You know, legislating is a very practical thing. Sometimes we 
have to take certain provisions in an act that we personally may not 
like. 

Mr. Davis. May I speak off the record ? 

Senator SparKMAN. Yes. 

(Remarks off the record.) 

Senator SparKMAN. Proceed. 

Mr, Davis. This is again I think consistent with our feeling on it. 
Since these companies are committed to registration under the In- 
vestment Company Act and if they plan a public distribution of their 
securities under the 1933 act, which most of them must, I feel reall 
the testimony of all of these people who have I think given so muc 
time to this is that they cannot get by on the minimum capital strue- 
ture that is stated in the act. They will very quickly dissipate their 
capital. A secondary market for subordinated debentures in terms of 
the structure of the marketplace today is wishful thinking. Some 
where along the line they are going to have to make a public dis- 
tribution of their securities and are going to discover the moment of 
truth in the registration of companies of this kind. 

Senator SpARKMAN. Excuse me just a minute. 

(Whereupon, a brief recess was taken. ) 

Senator SparKMAN. Allright, Mr. Davis. Goahead. 

Mr. Davis. I just have two more comments to make, Senator. 

One is as we sit through these hearings and read the various testi- 
monies of the people who have appeared before them there seems to be, 
I think, a common denominator which we can extract which we ought 
to give some consideration to. That is this enormous preoccupation 
with long-term loans rather than risk capital. 
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It is my understanding and the understanding of a good number of 
us who have been active in this area that the intent of the Congress 
was this money was to be provided for risk capital ventures and not 
so much for loans. ; 

Again I think we get into this problem of minimum-sized companies 
operating under semirestrictive legislation trying to make a profit 
for their private capital stockholders and trying to do it in the best 
possible way they can. : 

Of course, the easy way is to extend long-term loans, which means 
affiliation with banks, which brings us practically into the normal op- 
erating procedure of the Small Business Administration as it was 
set up. 

But it was my understanding and the understanding of many of 
us who are in the investment business that this act was supposed to 
provide an area where risk capital would be used on an equity basis 
to give impetus to local and regional market companies which were, 
because of the growing trend toward mergers and buyouts and sell- 
outs, slowly eae this area of our economic system a disappearing 
factor. 

Risk capital is not consistent with loaning policy. Risk capital 
means pretty much—it sounds scary to a lot of people I know—but it 
really means investing on the basis of long-term equity growth, with 
taking the same risk as the owners of the business and taking it in 
an equity sense. 

I never felt that businesses that had a demonstrable record of earn- 
ings, management, and product facility had very much trouble getting 
loans. They have had a good deal of trouble getting working capital, 
which again I felt was consistent with the intent of the Small Business 
Investment Act of 1958, to provide another source, if that be true, 
of equity capital for small and growing businesses in order to combat, 
if you will 

Senator SpARKMAN. Let me ask you something. Of course, as a 
matter of fact, if I understand correctly what you have said, it is 
exactly contrary to what was in our minds in arguing for this act. 
That 1s, that small business companies did not have any difficulty 
in getting equity capital. Is that what you said ? 

Mr. Davis. Oh,no. No. Iam saying thisis 

Senator SparKMAN. I thought you said that what they really needed 
was operating capital. 

Mr. Davis. That is right, which is equity capital. 

Senator SparKMAN. What was the term you used then ? 

Mr. Davis. Risk capital. 

Senator SparKMAN. Risk capital ? 

Mr. Davis. Yes. That is using the language of the act itself. 

Senator SparkMAN. Oh, you are cline about people going in 
from the status of ownership ? 

Mr. Davis. We talked about that last year. 

Senator SpaRKMAN. Yes. 

Mr. Davis. And I think there were some lifted eyebrows at the idea 
that the Government might participate directly in the stock ownership 
of enterprises in this country. It does seem to me that we can cut 
that as thin or as wide as we want. But if we loan on convertible sub- 
ordinated debentures we are doing the same thing as if these deben- 
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tures are convertible into common stock, if the callable provisions are 
there. 

But, even so, I think that these companies that will service these 
small business and medium-sized business concerns in this country 
have their greatest need for risk capital, not so much for this loaning 
facility. 

In the first place, as someone once said, the interest cost of money 
is 5 percent, which is almost the wholesale rate. In States where 
the legal limit might be 6 percent, this does not provide very much 
leverage in this area. 

Senator Sparkman. Senator Capehart. I know you have to go. 
Have you any questions to ask ? 

Senator CapeHart. Ido notbelieveso. I will read the record. 

Senator SparKMAN. Senator Capehart has a matter on the Senate 
floor he is having to attend to. He came by for a little conference. 

Mr. Davis. Indiana is one of our favorite States. 

Senator Carenart. It is everybody’s favorite State, I understand. 

Mr. Granam. Senator Capehart is James Stuart’s cousin. 

Senator Carenart. Well known; of Louisville, too. I am sorry but 
I have to go. 

Mr. Davis. That would conclude whatever offhand remarks I had 
today, Senator. 

Senator Sparkman. What about the various proposals that have 
been made for amending the acts? I noticed the statement a few 
minutes ago about eyebrows raising over risk capital. Mr. Yingling, 
our chief of staff, just suggested to me that maybe the introduction 
of the bill this year would indicate a lowering of those eyebrows. Are 
you familiar with the proposals of this year? 

Mr. Davis. S. 21389? Yes. I think they are well taken, Senator. 
In substance these changes that are enunciated in this particular bill 
seem to me, again, to show a growing awareness and more understand- 
ing of this problem. 

Senator SpaRKMAN. May I go back to just one brief question? You 
said something about coming under the Investment Company Act; 
the Securities and Exchange Commission. As I indicated, I had 
some reluctance to bringing that agency in. However, there was very 
strong support for it. You indicated that it would be better if we 
did not have it. 

I wonder if you noticed in the statement of the gentleman from 
South Carolina, which he did not read but did discuss the various 
features, he said : 


To the inexperienced eye it first appears that the Securities and Exchange 
Commission is duplicating the Small Business Administration activities. This 
is not the case. After meeting the many requirements of both agencies, it is ap 
parent to me the primary concern of the Small Business Administration is 
the welfare of the small business concerns while the primary concern of the 
Securities and Exchange Commission is full disclosure as a protective measure 
to investors. Such dual regulation will no doubt slowdown the organization of 
small business investment companies, but should give greater stature to this 
new financing medium than could ever be obtained through wholesale freelance 
operations. As more experience is gained in this field, I am sure there will be 
less regulation—and more benefits—from both SBA and SEC. 


May I say what may be some difference between your viewpoint and 
his this morning has been duplicated several times in the course of 
these hearings. In other words, some people have taken the attitude 
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that SEC ought not to be in it; others have taken an attitude similar 
to that expression by Mr. Kay. 

Mr. Davis. I make that one comment on that, and then my mutual 
friend, I know, wants to say something on this if he may, but this is 
not to be construed as any disparagement or criticism of the SEC. A 
good deal of my life was spent with their regulatory work. 

Senator Sparkman. I understand, but the question that many of 
us had was whether two agencies might be too much. Too many 
cooks spoil the broth. 

Mr. Davis. Not only that, but there is a traditional buildup of 
ways of doing business in both of these agencies which do not jell, I 
don’t think, in this particular act. That is, the Securities and Ex- 
change Commission is concerned primarily with protection to the 
individual stockholder under the full-disclosure provisions of the 
1933 act. This is rather important and should always be implement- 
ed within reason. 

The Small Business Administration and its Investment Division 
was set up for a specific purpose; that is, providing risk capital for 
small- and medium-sized businesses, There is an enormous incon- 
sistency between these two philosophies and where they square I 
personally couldn’t say. I don’t think they do. 

Senator Sparkman. Mr. Kay apparently conceives of it as being 
two distinct operations. He clearly, fairly easily, separates them. 

Mr. Davis. Bless his heart if he can. 

Senator SpaRKMAN. You mean, if it can be done. 

Mr. Davis. It would be in demand. 

Senator SparkMan. If you agree, that is the attitude, it seems to me, 
he expresses in those sentences that I read to you. 

Mr. Davis. I will say this: For accountants and lawyers registration 
under the SEC is a very fine business, because there is a good deal of 
work to be done in the reporting structure alone which keeps them 
pretty well occupied. 

I wonder, though, in a company that has even $1 million in capital 
and surplus, if it would be able to afford the overhead of the reporting 
nature of SEC registration alone. In terms of investment policy, I 
think that when these companies do get into full registration that this 
awareness will come to them. The very nature of what they can and 
cannot do under their registration is going to severely, I think, cripple 
them in making investment decisions which would be consistent with 
the Investment Act of 1958. 

Again I say, to each his own on this. For a company set up on the 
basis of Lehman Brothers or Lazard Freres, and so forth, fall dis- | 
closure is fine and should be made. But they are set up on entirely an 
different philosophical basis than the Small Business Investment Act 
of 1958. This was to shoot the gap. This was not to amend the 
Securities Exchange Act of 1933. 

Mr. Grauam. Senator, may I just close it up? 
neutral here. 

Senator SparKMAN. I never knew you to be on it, except in a me- 
chanical way. 

Mr. Granam. You remember a year ago we testified and said the 
Securities and Exchange Commission should be in this and the full 
disclosure under the 1933 act should be carried out in any public 
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offering. Our position is exactly the same. The only thing that 
came to my sink ts that possibly if the small business investment com- 
pany could be so defined that it was not an investment company a 

determined by the 1940 act, in my opinion that amendment alone wotlll 
make the whole thing work. You could leave these other things out. 

I know what the Securities and Exchange Commission, some of their 
staff, have felt. The reason, of course, is that the 1940 act says that 
you can only invest 3 percent in some instances or 5 percent in others, 
and in another investment company they had the theory of pyramiding. 

Of course, this type of, if you want to call it, investment company, 
isn’t an investment company as envisaged under the 1940 act. If it 
could be specified or defined that this was not under the 1940 act as 
amended, I believe that would open up great sources of capital in 
investment companies themselves to do these things which would be 
in the public interest. That is the real amendment in my humble 
opinion, I believe, Senator, that would make the thing work, and you 
could almost forget all the rest. That is the position that we took 
of the thing consistently. 

Senator SparKMAN. In other words, it is not to the 1933 act, it is 
to the definition under the 1940 act. 

Mr. Granam. Yes. The words “investment company” may be per- 
fectly proper; I would take anything to get the thing started. I think 
the great thing, as you know, was to get this $50 million originally; 
that was the hard thing. 

Senator SparKkMAN. I believe if you look carefully at the finished 
act and compare it with the various bills that had been introduced, 
you would see we did take anything in order to get it started, with 
the hope that as experience demonstrates the need of change that we 
can change it. 

This certainly is one aspect that I am sure the committee will give 
full attention to. 

Mr. Grauam. We get back to this one thing, then I will be neutral 
again. We had the 1933 act. The Banking Act came along. You 
separated the three functions of banking, and I expect at that time 
we never thought, we were in such a depression, that there would ever 
be equity banking again. Then in 1946 business sort of took care of 
itself. 

People wonder why the economic situation in Louisville is so deteri- 
orated. In 1935 we had the best unemployment ratio of any of the 
35 cities. We had all medium-sized businesses. Then from 1946 on 
we lost 58 percent of the medium-sized companies that operated in 
that area, either by sellout, merger, or they just quit. Big business 

came in, which is all right, but we lost that medium- sized business. 
Last week one day we were the worst of the 35 cities in the United 
States in unemployment. So you see it is a very serious problem with 
all of us, because it naturally affects the selfish interests of everybody 
in business there. 

My hope is that this will develop fully into an equity banking system, 
just as we have our commercial banking system and our investment 
banking system. I think it is well on its way to do it; and with not 
too many changes. 

But the one change, I believe, that would ake large sources of 
money available would be if the Congress could fit to redefine the 
words “investment company.” 
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I believe the position of the staff of SEC—I have discussed it with 
them—is perfectly proper on one investment company buying an- 
other. That is what caused a lot of our troubles in the 1920’s. But 
this is not, theoretically, an investment company. This is as different 
in its conception as an ordinary mutual fund or a closed-end invest- 
ment company under the 1940 act as you could imagine. 

Senator Sparkman. Thank you very much. Thank both of you. 
We appreciate your appearing before us here. 

The committee will stand in recess until 10 o’clock tomorrow morn- 
ing. 

(Whereupon, at 12 m., the hearing was recessed, to reconvene at 
10a.m., Wednesday, July 1, 1959.) 
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WEDNESDAY, JULY 1, 1959 


U.S. Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator William Proxmire (chair- 
man of the subcommittee) presiding. 

Present : Senators Proxmire, Muskie, Beall, and Javits. 

Senator Proxmire. The subcommittee will come to order. 

Our first witness this morning is Mr. George J. Miller, Jr. Mr. 
Miller, will you come forward ? 

Mr. Miller, I understand that you are president of Baltimore Busi- 
ness Investment Co. 

Mr. Mier. That is correct, sir. 


STATEMENT OF GEORGE J. MILLER, JR., PRESIDENT, BALTIMORE 
BUSINESS INVESTMENT CO., BALTIMORE, MD. 


Senator Proxmire. Mr. Miller, we have your statement, and you 
may proceed in any way you wish. It might be more convenient 
for the committee if you simply put the statement in the record, which 
we can do verbatim, and you can proceed to summarize it and answer 
questions. If you feel strongly that you prefer to read it, that is 
your privilege. 

Mr. Muuer. I don’t like to go contrary to the procedure that is 
generally accepted. I do feel very strongly about this statement. 

Senator Proxmme. Then go right ahead and read it, and maybe 
you can condense parts of it as you go, if you find there are things 
that can be condensed. 

Mr. Miutxr. I will attempt to do that. 

First, I presume I should identify myself. I am, as you indicated, 
George J. Miller, Jr., and president of the Baltimore Business Invest- 
ment Co. My other qualifications in the field are that of graduate 
engineer, practicing CPA, and attorney, and president of a home 
building company. 

We are es in agreement with S. 2139 and with the whole 

rogram of the National Association of Small Business Investment 

ompanies which was presented by Mr. Calder on Monday. But 
there are two other areas which we think are just as fundamental, 
and as far reaching in the organization of small business investment 
companies as the section 6 element of the amendments to the Small 
Business Investment Act of 1958 in S. 2139. 
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The first is corporations borrowing equity capital from SBIC’s 
should still be allowed to elect to be taxed as either partnerships or 
proprietorships, and SBIC’s should not be subjected to regulation by 
both SBA and SEC. 

The latter suggestion, of course, is not meant to be a reflection on 
either SBA or SEC, both of whom have been most courteous and 
helpful to our company. 

In regard to the first of these, the subchapter S amendment, the 
only particular statement I want to make with respect to that out 
of the prepared paper is that on Monday, June 22, 1959, there was a 
discussion on the question of unincorporated businesses and equity 
capital for them between Senator Proxmire and Administrator 
Barnes of the SBA. I think some clarification of that discussion 
may be required. 

After Mr. Barnes’ prepared address he stated— 

Since the Technical Amendments Act was passed last year, the decision to 
remain incorporated or unincorporated may turn entirely on other than tax 
matters, because it is possible for a corporation and a partnership to pay their 
taxes in effect the same way and so that the reasons that in the past have made 
some individuals believe that they had advantages in remaining unincorporated 
it seems to me no longer exist. 

I believe this is sound reasoning and is in substance the proper solu- 
tion to the posed problem. However, unfortunately, due to a tech- 
nical oversight last summer, small business concerns may not simul- 
taneously enjoy the benefits of both the equity capital section of the 
SBIC Act and the subchapter S portion of the Technical Amend- 
ments Act of 1958. 

The reason for that, of course, is in the subchapter S amendment 8 
corporation does not qualify to elect if “a person (other than an 
estate) who is not an individual” is a stockholder in that corpora- 
tion. And since convertible debentures may be converted, the small 
business concern is faced with the fact it may be denied the right to 
elect, and what is worse, they are faced with the possible anomalous 
situation of having exercised their elective right as a corporation with 
convertible debentures outstanding, only, late in the year, at the option 
of another corporation, the small business investment company, over 
whom they have no control, to have this election revoked and the 
whole theory of their tax position reversed for that year. 

One last thought in connection with that is there is no chance of 
even a minor revenue loss if the suggestions in our prepared paper 
were put through. 

Senator Proxmire. May I ask at that point, did you discuss this 
proposed amendment with Mr. Calder? 

Mr. Mitter. No; I did not have the opportunity to talk to him. 

Senator Proxmire. I am wondering why the association did not go 
along with the proposals you make here. Do you know whether they 
considered them or not? 

Mr. Mixer. The first amendment, the one I was just talking about, 
is part of their program. 

Senator Proxmire. I am wondering about the second. 

Mr. Minter. You mean, why they did not consider it specifically in 
their program ? 

Senator Proxmire. That is right. 
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Mr. Miuier. In Mr. Calder’s statement he did spend a whole page 
of his testimony in saying they thought something should be done. 
They didn’t put it in that amendment. I guess the reason was, as 
he stated at the end of that discourse, that later on other people in 
that association—and I am a member on the committee on the SEC 
for the association—would raise a question. I can assure you that 
the association is in favor of the position which I intend to go into. 

Senator Proxmire. You know of no one who has any objection 
to it? 

Mr. Mitirr. No, and in that connection I have just this morning 
read the testimony given yesterday. I didn’t have the opportunity 
to be here yesterday, but I had before me Mr. Kay’s statement where 
there seems to be some apparent opposite position on his part. I 
should like to quote to you from testimony before the House in the 
period from May 11 to 138. Mr. Kay, in questioning after his pre- 
pared statement, says: 





I think perhaps the filing under the 1940 act should not be required, but 
under the 1933 act it would protect investors who may be investing in their 
company. 

That was Mr. Kay’s statement in May. 

I met Mr. Kay on June 3 when I testified before the Select Com- 
mittee on Small Business of the Senate, and at that time he was 
heartily in favor of elimination of the 1940 act. As I indicate in 
my prepared statement, we do not object particularly to the primary 
registration. 

Senator Proxmie. I beg your pardon. Wait aminute. Perhaps 
I became confused by what is first and what is second. Mr. Calder 
was very specific that he did not want exemption from the 1940 act. 
Other witnesses who testified were also definite about it, even more 
definite than Mr. Calder was. But I am more concerned with the 
corporations borrowing from the SBIC’s. 

Mr. Mitier. That has been part of the association’s position from 
the beginning. 

Senator Proxmire. All right. 

Mr. Mriter. It was his proposition No. 6, I believe. It was: 

Permit small corporations electing to be taxed as partnerships to issue their 
securities to small business investment companies without voiding the election 
as provided under existing law. 

The Technical Amendments Act of 1958, of course, provided for 
amendment of the Internal Revenue Code, subchapter S, to accom- 
plish something that started back as long ago as 1954; namely, that 
corporations might elect to be taxed as a partnership. And one of 
the requirements is that besides the fact that they cannot have more 
than 10 stockholders, that one of the stockholders cannot be a 
corporation. 

If a small business investment company bought convertible deben- 
tures from a small business concern, they would still be allowed to 
elect. But suppose the small business investment company converts 
these convertible debentures, which is to be expected in some instances, 
then they would not be allowed to elect, and if they had already 
elected, their election would be automatically revoked under the sub- 
chapter S amendment. I have checked that pretty carefully, and we 
feel that this deprivation of one of these very great helps that was 
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given to small business last summer was just an oversight and needs 
to be corrected. Does that clarify the situation ? 

Senator Proxmire. Yes, I think it clarifies it very well. I am just 
wondering how important this recommendation is, whether or not it 
is modified by the fact that there is a recommendation which every- 
body has made that there be more flexibility in the kind of security 
that the SBIC can make. In other words, if the small business knew 
it was going to have common stock or knew it was going to be a long- 
term nonconvertible loan, or knew it was going to be preferred stock, 
it would not have quite the same problem as you have here where you 
have a convertible obligation that may or may not be converted, that 
may or may not put the small business in a new position. 

Mr. Miter. Senator, you are quite right that this would affect 
and immeasurably improve the situation, but there is one thing I 
would like to point out in the vein of Mr. Barnes’ and your discussion 
on Monday the 22d. That the question of whether small business 
should incorporate, whether they should learn and use the means avail- 
able to them in their business organization is vital to this concern. 
A company that is being trained or educated or helped, counseled by 
small business investment companies may throw up the objection of 
tax problems that are presented by incorporation which could be 
put aside if we could tell them, “You don’t have to worry about that, 
if you want to continue to report taxwise as you have in the past, you 
may continue to do so under the subchapter S amendment.” I think 
that it has validity, and I don’t see any objection to it. I don’t see 
any particular legislative or control purpose involved. It is an inci- 
dental thing that a company choosing to elect might have wanted to 
borrow money from an SBIC. Asa matter of fact, that may be very 
desirable for an electing or nonelecting corporation, we all hope. 

Senator Proxmire. We are quite convinced—I am; I have talked 
to the staff about that—that you are right. The difficulty, of course, 
is that it is a tax matter, and we do not have primary jurisdiction 
over the tax aspects of it. 

I think, as you point out, there will be no revenue loss. If you can 
document that, support that convincingly, then I think you are in a 
very good position to prevail. 

Mr. Miter. In my statement I pointed out the reason there can- 
not even be a minor loss is that SBIC is entitled to a 100 percent divi- 
dends-received credit as opposed to an 85 percent dividends-received 
credit, and that means no small business would be taxable in any cir- 
cumstances. So it would not suffer a loss by allowing these people 
to report as a partnership. 

Senator Proxmire. I see. 

Mr. Mitter. I had not intended, because I know of the tax situa- 
tion here, to go into that until I had read the testimony of Mr. 
Barnes. I wanted to clarify that, because it was not mentioned at 
that time, at least I couldn’t see it. I know that Mr. Barnes himself 
is conscious of the problem, and I wanted to get it in the record for 
that reason. I hadn’t intended tospeak on it otherwise. 

The thing that I am most interested in and the thing I think is most 
needed is an expansion of SBIC’s. Therefore most urgent at this 
time is the amendment to the 1940 act, which would be a very simple 
amendment. If I may, we suggest that this can be done by adding, 
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at section 3(c) 3 after “homestead association, or similar institu- 
tion” the words “small business investment company.” It isas simple 
as that, but it is rather far-reaching. 

First of all, we feel that under proper interpretation of the act, 
small business investment companies are not subject to it and it was 
never the intent of Congress to make them subject to it. However, 
responsible representatives of the SEC have repeatedly publicly 
stated their opinion that most if not all SBIC’s are subject to and must 
comply with this act. So, in an attempt to avoid any legal dispute 
which would have been economically insupportable, our company chose 
for the present to come under the specific exemption offered by section 
3(c)1 by using a private offering with less than 100 “beneficial” 
stockholders. 

Senator Proxmire. It may be helpful to us to have a more complete 
description of your company. Some of these companies are fairly 
enormous; we have had witnesses from small business investment com- 
panies that were very large and had had a public offering. If you 
can describe the number of investors in your company, and so forth, 
it would be very helpful to us. 

Mr. Miuier. I will attempt to do so. As of right now we have 28 
shareholders. The original issue was for 25, and three of the people 
sold stock to others. These are principally professional and business 
people. We have at least four engineers in our organization, and we 
consider this quite vital in operations in this area. I don’t expect, 
really, that most of the people interested in SBIC’s in this country are 
as acutely conscious of the fact that engineering is going to be required 
in the—— 

Senator Proxmire. These four engineers are shareholders, or full- 
time employees ? 

Mr. Miter. They are shareholders, and there are two who will be 
members of the board of directors. We have access to others because 
of these engineering connections. We feel that this is required, be- 
cause in an 7 situation we must know something about the engi- 
neering feasibility of a business. It is not the same as taking a 
collateral offer and reviewing financial statements and character 
references in a rather detached way, and deciding to make a loan 
that is amply secured. It is far from that. It amounts to a partner- 
ship arrangement any way you want to look at it. That is an owner to 
some small businessmen, and perhaps we can rephrase it, but it 
amounts to that. 

Senator Proxmire. I am concerned with primarily, you see, the 
kind of small-business investments you have; your objective. We 
had, for example, the electronics people who were interested in na- 
tional investment, all over the country in the most attractive small 
businesses, electronics. And then we had Mr. Calder’s company in 
Fort Lauderdale, Fla., and their specialized knowledge of business 
—* there. Would you fall into either category, or into a 
third. 

Mr. Mitier. We would probably be a third. We are not against 
national investment, but at this time we are licensed in four States. 
There are not many SBIC’s so far that are licensed in more than one 
State. We are licensed in Maryland, the District of Columbia, Penn- 
sylvania, and Delaware. We have chosen those because we consider 
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that a particular commercial area; tied together, that is, commercially. 
We are interested in this as a whole new banking system and therefore 
would have the national approach eventually. 

We expect to confine our interest for the immediate present, that 
is, to the area of manufacturing and construction, because the back- 
grounds of most of our directors and important personnel are in those 
fields. But we would expect to add other fields lke retailing and food 
processing, and so forth, at the rate of maybe one a year when we are 
able to get into them to an adequate degree. 

Senator Proxmire. Senator Beall would like to ask a question. 

Senator Bratu. Glad to see you, Mr. Miller, this morning. I was 
wondering what is your paid-in capital. 

Mr. Mirter. It is $305,000, including the subordinated debentures. 
Our stock was $160,000. 

Senator Beaty. That isall sold? 

Mr. Miiirr. Yes, sir. Of course, that is a requirement under the 
act. 

Senator Bratt. How many applications for loans have you had ? 

Mr. Miturr. ‘About 15 or 20, I would say, in the way of applications. 
We have had more conversations. 

Senator Bratt. How many have you actually approved ? 

Mr. Miter. We disbursed on our first one last week. That was last 
Thursday. It would have been just about a month after we got our 
license. 

Senator Beaty. Have you other applications that you have approved 
but have not actually disbursed any money on yet ? 

Mr. Miter. We do not have any other approved applications wait- 
ing. Asa matter of fact, we expedited that one to a considerable ex- 
tent by a special board meeting, and so forth, to try to get it going. As 
you can well imagine, there is an educative process involved with the 
people who apply. For example, we had a person apply about a month 
and a half ago, and because of the cost situation involved, he felt that 
it probably didn’t fit his purpose. But he has called back as recently 
as last week and is now going to submit an application. 

Senator Bratt. Have e you contacted the local banks to help you by 
participating in these loans ? 

Mr. Miiier. We have not specifically, although we have talked to 
our own bank and explained to them that we want to have such coop- 
eration. I don’t think that is going to come very quickly. 

Senator Beaty. Are they showing any interest in it ? 

Mr. Miter. Not particularly. I would say that the best indication 
of that is that there are, according to my information from the local 
office of SBA in Baltimore and from the national organization, no par- 
ticipating banks in the SBA program in Baltimore. Which may be 
one reason why there are so many SBIC’s being organized in the 
Maryland area. 

Senator Beaty. Thank you. 

Senator Proxmire. Proceed. 

Mr. Miter. I started to refer to Mr. Mills B. Lane, Jr.’s testimony 
on Monday before this committee in which he did not so much oppose 
original registration but the direct regulation of SBIC by two Govern- 
ment agencies with its attendant reporting and consulting, which is 
potentially retardative and stultifying, particularly in the formative 
stages. 
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This is our position substantially. We are not making any issue 
of the registration requirements, because that is normally a one-shot 
proposition. If you are a registered investment company, you are 
done with it. We are concerned about the continuing regulation and 
need to advise and consult and to report. 

We feel that this conflict of legal views may best be and should be 
resolved by Congress. It is vitally important that Congress act so as 
to leave no doubt that SBIC’s are to be regulated by SEC as well as 
SBA. We want to emphasize that the 1940 Investment Company Act 
is essentially a regulatory act. We have no quarrel with the disclosure 
provisions of the act of 1933. We recognize this disclosure mandate as 
the peculiar and proper province of the SEC. What is more, we 
acknowledge that SEC was the appropriate agency to have exercised 
the control, the need for which gave rise to the Investment Company 
Act of 1940. However, we adamantly maintain that it never was the 
intent of Congress to have a banking facility such as an SBIC, regu- 
lated by the SEC under the Investment Company Act of 1940. In 
the words of the Honorable Edward N. Gadsby, Chairman of the 
SEC, at a briefing session on the SBI Act of 1958 in New York City 
on December 1, 1958, the 1940 act is— 


a regulatory statute prescribing standards in the interests of investors and the 
public to govern certain of the activities of companies engaged in the business 
of investing in securities. 

I think this is an apt definition and it is precisely here that SBIC’s 
fail of coverage under the 1940 act. SBIC’s do not invest in secu- 
rities—they invest in a business through the use of securities—quite 
a different thing. Not only money do they invest, but also time, 
energy, and imagination. Theirs not merely to speculate on the pos- 
sible future of the instant business—that has to do, as I was indicat- 
ing before, with the question of pure balance sheet approach—but 
theirs to enable the business to accomplish its greatest future, theirs 
to advise, to counsel; but above all to pattern and direct on the highest 
policy levels. 

In a 1940 act company there is a remoteness and impersonal status 
about their involvement in debt securities, which is contemplated and 
expected. However, the SBIC which has been repeatedly referred to 
as a capital bank, has had its normal banking relationship and obli- 
gation to its clients embellished and enlarged by the specific require- 
ments of the SBI Act of 1958 relating to the counseling and advising 
of small business concerns about their management setup and prob- 
lems. The two types of companies are at opposite poles, the one re- 
96 and highly impersonal, the other a partner in every sense of the 
word. 

No one would seriously contend that a commercial bank is engaged 
principally in “investing in securities.” Yet they purchase as many 
notes as any SBIC ever will and they would be just as liable to con- 
trol under the 1940 act as any SBIC, were it not for a specific exclu- 
sion under section 3(c) of that act. Why not such an exclusion for a 
capital bank? 

The definition of securities is so broad in the 1940 act that if a mem- 
ber of this committee chose to control his household expenditures by 
purchasing notes from the members of the household, he should note 
the jurisdiction of the SEC, because if the household gets big enough 
they will have jurisdiction. . 
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It is, of course, legislatively sound to broaden basic definitions so 
that the final purpose may not be subverted by the manipulations and 
machinations of the connivers. But it is as equally pertinent—even 
more so—that such a broad definition be limited by proper exclusions 
and that adequate consideration be given to the administrative diffi- 
culties presented by the strict interpretation of such a broad definition. 

Let us explore what happened. Congress, approaching an entirely 
new area, does not attempt to resolve all possible conflicts with exist- 
ing legislation in their primary act. 

Prudence requires deep consideration as to what effect changes in 
existing legislation may have in areas not intended to be affected. 

Acting on the principle of expertise, Congress relied on the SEC 
to determine whether specific exemption would engender unwarranted 
repercussions—affecting areas not sought to be reached. 

I submit that however attractive this concept may appear at first 
glance, it is an unfair burden on SEC. Charged with responsibilities 
affecting all securities issued in the United States, including com- 
panies investing in them, the SEC is asked to remove themselves by 
executive act from an entirely new field. This gives rise to the 
obviously remote but definite possibility that some well-meaning or 
even witch-hunting individual or group may at some time in the 
future raise the question of profligate or imprudent action to the 
detriment of SEC’s whole program. Duplication of effort as an 
altruistic motive may not be accepted as it should be. 

Congress is the agency to dispense with duplication. Congress 
has the easier, more direct facility; what is more, Congress has the 
mandate of the country—long since delivered and many times repeated. 

At a time of budget deficits and budget cutting, how can Congress 
condone duplication of bureaucratic effort ? 

At a time of increasing costs and concern about lag in productivity 
increase, how can Congress saddle the economy with one more inefh- 
cient cost-increasing governmental restriction ? 

Indeed, how can Congress impose on their own creatures, their 
offspring, duplicate burdens and restrictions, not in the period of 
their manhood or even their youth, but rather in the time of their 
infancy? As a matter of fact, at a time when casual and dedicated 
observers alike are asking : What has slowed the tide of interest; what 
has blocked the triumphant emergence of the new facility ? 

This morning before coming over here I attempted to find an article 
of December 2 that appeared in the Journal of Commerce that referred 
to a meeting on December 1 in New York City at which Mr. Gadsby 
testified. Unfortunately, I don’t have it, so I cannot quote directly 
from the newspaper article, but the sum and substance of it was that 
after the Securities and Exchange requirements had been presented to 
the meeting many of the people openly expressed the opinion that they 
were no longer interested in the program. 

It is important to recognize that 1940 act companies were traders 
in a particular market, the securities market. On the other hand, 
an SBIC is accompany which has only two interests in debt securities. 
You have to remember, until S. 2139 is passed they may not purchase 
equity securities directly. Their interests are, therefore, first, their 
collateral value for negotiated loans; that is, the indebtedness from its 
collateral value; and, secondly, their ability through conversion to 
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equitably and practicably adjust the return to the lending company, 
on the theory that you can’t charge interest at a rate necessary to con- 
tinue the company, but if the company itself makes money, you should 
have some adjustment for your equity money. There is no direct 
interest in market fluctuations; indeed, since the SBIC is restricted 
in its loans to small-business concerns. There will be few, if any, of 
the securities, which the SBIC may secure by purchase or conversion, 
which would have any public market at all. 

You might say that the 1940 Investment Company Act was designed 
to regulate companies which naturally and spontaneously sprang into 
being to help enlarge and enhance the existing equity capital facilities 
of big business, while the Small Business Investment Act of 1958 was 
‘onal necessary to initiate equity capital facilities for small business. 
There is no similarity or connection between the two except in am- 
biguous nomenclature. In fact, I agree with Mr. Barnes who said on 
June 22 before this committee that, “I think if these companies had 
not been called investment companies the question would never have 
arisen,” referring, of course, to the question of coverage under the 
1940 act. 

The three principal reasons, therefore, why SBIC’s should not be 
subject to the Investment Company Act of 1940 are: 

First, there is never any need for direct duplication of regulation 
facilities with its attendant additional expense to Government and 
regulated concern alike, and SBA already has greater control over 
ultimate policies of SBIC’s than SEC has over investment companies 
registered under the 1940 act. 

Secondly, the SBIC is a completely different facility from that 
regulated under the 1940 act, and 

Three, SBA is acquiring and already has personal capable of the 
type of regulation in which SEC personnel have been trained. In- 

eed, SBA has already secured the services of former employees of 
SEC who, of course, have been trained in their methods and pro- 
cedures. And SBA has already adopted SEC rules and regulations 
where SBA thought them to be appropriate and proper. 

One further comment on the testimony of yesterday morning, if 
Imay. The important apparent departure from our position on the 
1940 act by Mr. Kay was reiterated in Mr. Graham’s testimony in 
later questioning. I would like to point out that Mr. Kay’s state- 
ment had only to do with the original filing. If this must neces- 
sarily continue, which I don’t think it should, it is not the big thing. 
It is the regulation after filing; the necessity to adapt methods of 
thought of different governmental agencies, to proceed in different 
ways with two different governmental agencies, to submit certain 
kinds of loans to two differental governmental agencies for approval, 
to report regularly to two different governmental agencies. These 
are the things that are bad under the 1940 act, and, of course, Mr. 
Graham’s point that an investment company under the 1940 act cannot 
invest over 5 percent in an SBIC I think is deleterious to the whole 
SBIC program. 

If there is any further discussion with respect to the apparent 
opposition here with Mr. Kay—I mentioned hades his opposite posi- 
tion before the House in which he thought the 1940 act might well 
be done away with—I would be glad to try to answer that. 
43188—59—16 
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Senator Proxmire. Senator Muskie, do you have a question? 

Senator Muskie. No questions. 

Senator Proxmire. Senator Beall ? 

Senator Beatu. No questions. 

Senator Proxmire. And Senator Javits? 

Senator Javirs. No questions. 

Senator Proxmire. I would like to ask a couple of questions. This 
is certainly an impassioned presentation. I can see you feel very 
deeply, and you have documented it quite well. 

Mr. Miter. I do. 

Senator Proxmire. From what you said at the very end, I take it 
that your principal objection to Investment Company Act regulation 
is after the formation of the small-business investment company, 
rather than when it is being formed. Is that correct? 

Mr. Mitier. That is right. We do not objection to disclosure re- 
quirements. 

Senator Proxmime. The people, as you recall, who testified here 
before did not seem to object, particularly the gentleman from the 
electronics small-bus — investment company. Perhaps the reason 
he did not was, No. 1, he had had some experience with the Invest- 
ment Act; No. 2, nie are big enough so that they have the clerical 
facilities necessar Vv to¢ comply. 

Have you had enough experience now so you can tell us what kind 
of a burden this i imposes on a small- business investment company 
from the standpoint of hiring additional clerical help? 

Mr. Minter. Of course, these small-business investment companies 
that are small, not even million-dollar corporations, have the problem 
of clerical help and office help. They almost make it part time at the 
start. The business of extra help later on would be pure conjecture. 
One of the things that I think is most important in the early stage 
actually, the point on which we stop thinking about registering under 
the 1940 act at all and choose to come under this exemption—and it 
was a choice that was a change of original thoughts—was that on 
any loan to comp nies that are owned to the extent of 10 percent by 

. director, officer, or stockholder of an SBIC, must be approved by 
SBA before it can be made, and this is, of course, proper. But it will 
also have to be approved, if it is a registered company under the 
1940 Investment Company Act, by SEC. 

It would be very good if these companies could come into existence 
and have a very quick educative process; that is, an educative process 
of the public as well as themselves and of all the people who have to do 
with them and make their loans quite freely to people coming in off 
the streets and calling up and answering ads, and so forth. But this 
just isn’t going to happen. 

I have discussed this with other people in the SBIC program, and 
in the early stages, at least for a year to a year and a half, maybe as 
much as 2 years, there is going to have to be a little bit of missionary 
work done. There is going to shave to be the interested work and help 
of the directors and officers to get adequate and satisfactory loans for 
the SBIC’s to make. And a lot of this interest is necessarily and 
perforce going to be in areas in which they are already interested. 
So that there is going to be, in my opinion, if this is to be successful— 
and it must be successful—there is going to be a period when we will 
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be very pleased to have joans in which officers, directors, or 10-percent 
stockholders—we have no 10-percent stockholders in our organization 
by the way—have a primary interest in the small-business concern. 

And this difficulty, as far as I personally am concerned, is the 
primary difficulty. But over and beyond that there is all the report- 
ing and consulting that would go on. 

Senator Proxmire. Let me ask you this final question. It would 
seem to me that there might be some merit in at least considering the 
possibilities of bro: adening the exemptions from the act, rather than 
a flat exemption from the whole act. At the present ‘time, as you 
know, there is an exemption. Section 18 of the Investment Company 
Act of 1940 was amended by providing the following: 





Subparagraphs (A) and (B) of paragraph (1) of subsection (a) of this 


section shall not apply to investment companies operating in the Small Business 
Investment Act of 1958. 


I notice, in looking at the Investment Company Act, there are some 
provisions, for example: 


It shall be unlawful for any of the following persons to serve or act in the 
capacity of officer, director, member of an advisory board * * * (1) any person 
who within ten years has been convicted of any felony or misdemeanor * * * 
(2) any person who, by reason of any misconduct, is permanently or temporarily 
enjoined by order, judgment, or decree of any court of competent jurisdiction 
from acting as an underwriter, broker— 
and so forth. 

Then there is the provision, “Affiliations of Directors” : 

After one year from the effective date of this title, no registered investment 
company shall have a board of directors more than 60 per centum of the mem- 
bers of which are persons who are investment advisers of, affiliated persons of 
an investment adviser of, or officers or employees of, such registered company. 

There are other provisions in the Investment Company Act from 
which you may or may not be interested in being exempt. It seems to 
me it might be sensible for the subcommittee to have before it at least 
an alternative for broadening the exemption, rather than having an 
overall exemption from the entire act. How do you feel about that? 

Mr. Mitxirr. If I may have the time, I would like to comment on 
that. First of all, this section 18 exemption was absolutely neces- 
sary or the 1958 act wouldn’t have been an act, and somebody probably 
caught that and they said, “Well, this has got to be,” and the question 
of whether they were going to all the other phases or not was not too 
important at that time. 

The question of these people that you mentioned I couldn’t find while 
I was trying to check it rather quickly, because I don’t have the act; 
I have only ‘the part which regulations apply. But I know in the last 
part of the 1958 act there is a provision against convicted people, 
and this, that, and the other thing; all the “fraud statutes that are 
generally applicable to Federal laws apply. If that provision about 
people who have improperly acted before is not covered by the 1958 
act, then I would suggest that an amendment be applied. But I 
would like to offer this to the contrary as to why there should be an 
actual taking out from under the 1940 act. 

I don’t think there is any doubt, if you read this act and if you 
study its words and try to imagine the situations that gave rise to 
it, that any existing business or group of businesses that operated in 
the loan field, even “to so small an extent, were specifically exempted, 
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and as a matter of fact, we feel that under a couple of these exemptions 
SBIC’s can be squeezed. Two of them in particular come under section 
3. They are sections 3(c) (5) and 3(c) (6). Section 3(c) (5) says that 
these people are not under the 1940 act: 

Any person substantially all of whose business is confined to making small 
loans, industrial banking, or similar businesses. 

And then section 3(c) (6) (B) is the one I particularly am pointing 
to: 


Any person who is not engaged in the business of issuing face-amount cer- 
tificates of the installment type or periodic payment plan certificates, and— 


of course, we are not involved in that— 

who is primarily engaged in one or more of the following businesses— 
section (B)— 

making loans to manufacturers, wholesalers, and retailers of, and to prospective 
purchasers of, specified merchandise, insurance, and services. 

If we are making loans to anybody but those, I don’t know, but I 
know this wasn’t put in here for an SBIC, because nobody was think- 
ing about it at that time. The earliest knowledge that I have that 
the Congress was actively working on it was back in about 1950. It 
may have been before that, but that is the earliest I have heard. So 
that this was put in there to take care of eliminating difficulties in 
normal business practice, and if an SBIC had existed at that time, 
that would have been an exemption in this act. 

Senator Proxmire. I have taken occasion to try to check that 
criminal phase. I find the reference is not in the act itself, but there 
is one other thing. The processing of a proposal takes some 2 or 3 
months, and one of the very definite parts of that processing is a 
complete S. and I. check on all the officers and directors. We don’t 
know what the procedure is going to be in the future for changes in 
directors or officers, but SBA has gone to great effort to check on the 
original officers and directors of small business investment companies. 
I presume they would question the kind of people that are excluded 
under the 1940 Investment Company Act. 

Thank you very much, Mr. Miller. This has been very interesting 
and helpful testimony. 

(The prepared statement of Mr. Miller follows:) 


STATEMENT OF GEORGE J. MILLER, JR., PRESIDENT, BALTIMORE BUSINESS 
INVESTMENT Co. 


My name is George J. Miller, Jr. I am a graduate engineer, practicing CPA 
and attorney and president of a homebuilding company. Today I am here as 
president of Baltimore Business Investment Co., which was the 10th licensee 
under the Small Business Investment Act of 1958 and as a member of the SHC 
Committee of the National Association of Small Business Investment Companies 
(NASBIC). 

Even though we subscribe to the entire legislative program outlined by 
NASBIC through Mr. Calder, we feel that in new legislation the rectification of 
basic organizational and operational difficulties should take precedence. To this 
end we approve of S. 2139 with particular emphasis on its section 6 which 
proposes to amend section 304 of the SBI Act of 1958, and thereby make equity 
investments by small business investment companies (SBIC’s) more workable 
and attractive. However, we contend that there are two more changes in this 
area which are just as fundamental and far-reaching. 

1. Corporations borrowing equity capital from SBIC’s should still be allowed 
to elect to be taxed as either partnerships or proprietorships, and 
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2. SBIC’s should not be subjected to regulation by both SBA and SBC. 
The latter suggestion is not meant to be a reflection on either SBA or SHC— 
both of which have been most courteous and helpful to our company. 

To accomplish these two purposes we suggest two amendments to existing 
acts. 

First, an amendment to the Internal Revenue Code of 1954 so that small 
business corporations may elect to be taxed as partnerships or proprietorships 
under subchapter S even though some of their stock may be owned by an SBIC. 
This may be accomplished by adding at the end of section 1371(a)(2) the 
words “or a small-business investment company”. 

Secondly, to amend the Investment Company Act of 1940, so as to leave no 
doubt that SBIC’s are not subject to this act. This may be done by adding 
at section 3(c)3 after “homestead association, or similar institution’ the words 
“small business investment company”’. 

The proposed subchapter S amendment may have a definite effect on the 
availability of equity funds for presently unincorporated businesses and I 
think perhaps some clarification of the June 22, 1959, discussion on this point 
between Senator Proxmire and Mr. Barnes may be warranted. In the dis- 
cussion of the position of unincorporated business after Mr. Barnes’ prepared 
statement, Mr. Barnes said in part “Since the Technical Amendments Act was 
passed last year, the decision to remain incorporated or unincorporated may 
turn entirely on other than tax matters because it is possible for a corporation 
and a partnership to pay their taxes in effect the same way and so that the 
reasons that in the past have made some individuals believe that they had 
advantage in remaining unincorporated, it seems to me no longer exist.” This, 
I believe is sound reasoning and is in substance the proper solution to the 
posed problem. However, unfortunately due to a technical oversight last 
summer, small-business concerns may not simultaneously enjoy the benefits of 
both the equity capital section of the SBI Act and the subchapter S portion of 
the Technical Amendments Act of 1958. They must choose. The subchapter 
S amendment to the Internal Revenue Code requires that a corporation, electing 
to be taxed as a partnership or proprietorship, shall not have as a stockholder 
“a person (other than an estate) who is not an indiivdual.” Since under the 
SBI Act of 1958 the only way equity money may be made available to small- 
business concerns is through convertible debentures, and since, of course, con- 
vertible debentures may be converted, the small-business concern may be denied 
its right to elect by the exercise of the option of the SBIC to convert its 
creditor’s interest into a stock interest in the small-business concern. What is 
worse, they are faced with the possible anomalous situation of having exer- 
cised their elective right as a corporation with convertible debentures out- 
standing, only, late in the year, at the option of another corporation (the SBIC) 
over whom they have no control, to have this election revoked and the whole 
theory of their tax position reversed for that year. 

When two laws as apparently dissimilar in their concept and impingement 
as the ones under consideration are passed within 2 weeks of each other at the 
same session of Congress, it is not surprising that coordination of the acts in 
every detail should not have been accomplished. However, once apparent con- 
flict is recognized, it seems only proper to seek a remedy. Remember that the 
act of another corporation gives rise to the small-business concern’s dis- 
qualifying new stockholder; and that an SBIC is entitled* to a 100 percent 
dividends-received credit, as opposed to the normal 85 percent dividends-received 
credit accorded other corporations so that there is no danger of even a minor 
revenue loss due to the change proposed. 

The other suggested amendment, pertaining to the Investment Company Act 
of 1940, is, in our opinion, the step best calculated to aid organization and 
expansion of SBIC’s and, therefore, the most urgent at this time. 

We feel that under proper interpretation small-business investment companies 
are not subject to the Investment Company Act of 1940 and that it was never 
the intent of Congress to make them subject to that act. However, responsible 
representatives of the SEC have repeatedly publicly stated their opinion that 
most if not all SBIC’s are subject to and must comply with this act. So, in an 
attempt to avoid any legal dispute which would have been economically insup- 
portable, our company chose for the present to come under the specific exemption 
offered by section 3(c)1 by using a private offering with less than 100 “bene- 
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1Sec. 56(b) of the Technical Amendments Act of 1958. 
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ficial” stockholders. (As in the case of Mr. Mills B. Lane, Jr., who testified 
before this committee on Monday, we did not so much oppose the original regis- 
tration but the direct regulation of an SBIC by two Government agencies with 
its attendant reporting and consulting which is potentially retardative and 
stultifying, particularly in the formative stages. ) 

This conflict of legal views may best be and should be resolved by Congress. 
It is vitally important that Congress act so as to leave no doubt that SBIC’s 
are not to be regulated by SEC as well as by SBA. We want to emphasize 
that the 1940 Investment Company Act is essentially a regulatory act. We have 
no quarrel with the disclosure provisions of the Securities Act of 1933. We 
recognize this disclosure mandate as the peculiar and proper province of the 
SEC. What is more, we acknowledge that SEC was the appropriate agency 
to have exercised the control, the need for which gave rise to the Investment 
Company Act of 1940. However, we adamantly maintain that it never was the 
intent of Congress to have a banking facility such as an SBIC regulated by 
the SEC under the Investment Company Act of 1940. In the words of Hon. 
Edward N. Gadsby, Chairman of the SEC, at a briefing session on the SBI Act 
of 1958 in New York City on December 1, 1958, the 1940 act is “a regulatory 
statute prescribing standards in the interests of investors and the public to 
govern certain of the activities of companies engaged in the business of investing 
in securities.’ I think this is an apt definition and it is precisely here that 
SBIC’s fail of coverage under the 1940 act. SBIC’s do not invest in securities— 
they invest in a business through the use of securities—quite a different thing. 
Not only money do they invest but also time, energy, and imagination. Theirs 
not merely to speculate on the possible future of the instant business—theirs to 
enable the business to accomplish its greatest future—theirs to advise—to 
counsel—but above all to pattern and direct on the highest policy levels. 

In a 1940 act company there is a remoteness and impersonal status about their 
involvement in debt securities, which is contemplated and expected. However, 
the SBIC which has been repeatedly referred to as a capital bank, has had its 
normal banking relationship and obligation to its clients embellished and en- 
larged by the specific requirements of the SBI Act of 1958 relating to the counsel- 
ing and advising of small-business concerns about their management setup and 
problems. The two types of companies are at opposite poles—the one remote and 
highly impersonal, the other a partner in every sense of the word. 

No one would seriously contend that a commercial bank is engaged principally 
in “investing in securities.” Yet they purchase as many notes as any SBIC ever 
will and they would be just as liable to control under the 1940 act, as any SBIC, 
were it not for a specific exclusion under section 3(c)3 of that act. Why not 
such an exclusion for a “capital bank’’? 

The 1940 definition of “securities” is so broad that, if a member of this com- 
mittee chose to control his household expenditures by purchasing notes from 
the members of the household, he should “note the jurisdiction of the SEC,” 
because if the household gets big enough they’ll have jurisdiction. 

It is, of course, legislatively sound to broaden basic definitions so that final 
purpose may not be subverted by the manipulations and machinations of the 
connivers. But it is as equally pertinent—even more so—that such a broad 
definition be limited by proper exclusions and that adequate continuing consid- 
eration be given to the administrative difficulties presented by the strict inter- 
pretation of such a broad definition. 

Let’s explore what happened—Congress approaching an entirely new area 
does not attempt to resolve all possible conflicts with existing legislation in their 
primary act. 

Prudence requires deep consideration as to what effect changes in existing 
legislation may have in areas not intended to be affected. 

Acting on the principle of expertise, Congress relied on the SEC to determine 
whether specific exemption would engender unwarranted repercussions—affecting 
areas not sought to be reached. 

I submit that however attractive this concept may appear at first glance, it 
is an unfair burden on SEC. Charged with responsibilities affecting all securi- 
ties issued in the United States including companies “investing” in them, the 
SEC is asked to remove themselves by executive act from an entirely new field. 
This gives rise to the obviously remote but definite possibility that some well- 
meaning or even witch-hunting individual or group may at some time in the 
future raise the question of profligate or imprudent action to the detriment of 
SEC’s whole program. Duplication of effort as an altruistic motive may not 
be accepted as it should be. 
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Congress is the agency to dispense with duplication. Congress has the 
easier, more direct facility—-what is more, Congress has the mandate of the 
country—long since delivered and many times repeated. 

At a time of budget deficits and budget cutting, how can Congress condone 
duplication of bureaucratic effort? 

At a time of increasing costs and concern about lag in productivity increase 
how can Congress saddle the economy with one more inefficient cost-increasing 
governmental restriction? 

Indeed, how can Congress impose on their own creatures—their offspring— 
duplicate burdens and restrictions—not in the period of their manhood or even 
their youth—but rather in the time of their infancy? As a matter of fact, ata 
time when casual and dedicated observers alike are asking—what has slowed 
the tide of interest; what has blocked the triumphant emergence of the new 
facility? 

It is important to recognize that 1940 act companies were traders in a par- 
ticular market—the securities market. On the other hand, the SBIC is a 
company which has only two interests in debt securities (remember SBIC’s 
may not purchase directly equity securities): first, their collateral value for 
negotiated loans and secondly their ability through conversion to equitably 
and practicably adjust the return to the lending company—the SBIC. There 
is no direct interest in market fluctuations—indeed, since the SBIC is re- 
stricted in its loans to small-business concerns, there will be few, if any, of 
the securities, which the SBIC may secure by purchase or conversion, which 
would have any public market at all. 

You might say that the 1940 Investment Company Act was designed to regu- 
late companies which naturally and spontaneously sprang into being to help 
enlarge and enhance the existing equity capital facilities of big business, while 
the Small Business Investment Act of 1958 was found necessary to initiate 
equity capital facilities for small business. There is no similarity or connec- 
tion between the two except in ambiguous nomenclature. In fact, I agree with 
Mr. Barnes who said on June 22 before this committee that “I think if these 
companies had not been called investment companies the question would never 
have arisen,” referring of course to the question of coverage under the 1940 
act. 

The companies regulated by the 1940 Investment Company Act were not and 
had not previously been regulated by any Government agency. The 1958 act 
provided within itself governmental regulation for the investment banking 
facility it created. 

The three principal reasons, therefore, why SBIC’s should not be subject to 
the Investment Company Act of 1940 are: 

1. There is never any need for direct duplication of regulation facilities with 
its attendant additional expense to Government and regulated concern alike 
and SBA already has greater control over ultimate policies of SBIC’s than 
SEC has over investment companies registered under the 1940 act. 

2. The SBIC is a completely different facility from that regulated under the 
1940 act, and 

3. SBA is acquiring and already has personnel capable of the type of regula- 
tion in which SEC personnel have been trained. Indeed, SBA has already se- 
cured the services of former employees of SEC who, of course, have been trained 
in their methods and procedures. And SBA has already adopted SEC rules and 
regulations where SBA thought them to be appropriate and proper. 


Senator Proxmire. Our next witness is Mr. William C. MacMillen, 
Jr. 

Senator Javirs. Mr. Chairman, I am the next speaker after Sen- 
ator Kefauver on the floor, and the appointed hour is close and I 
must go over. I wanted very much to be here when a number of 
distinguished witnesses from New York testified. 

I would like to welcome here as the senator from our State, M. 
Stuart Roesler, who is vice president and director of Empire Trust 
Co., and Henry A. Loeb, partner of Carl M. Loeb, Rhoades & Co., 


both from New York, both consultants on the Small Business Invest- 
ment Act, 






SMALL BUSINESS AMENDMENTS OF 1959 


Also the president of the Colonial Trust Co., Mr. William C. Mac- 
Millen, Jr. Interestingly enough, Mr. Chairman, the Colonial Trust 
Co. is my personal bank, and in the case of Loeb Rhoades & Co., my 
law firm has had the honor of doing some work for them, which has 
no relation to the U.S. Government, from time totime. Mr. Loeb is a 
friend of mine. 

I have read the testimony which seeks amendments to the Small 
Business Investment Company Act which the witnesses maintain will 
more nearly facilitate their efforts to do the maximum possible for 
small business under the act and would like to assure the witnesses 
that I shall certainly, as a member of the committee, give the most 
earnest consideration to their recommendations. We all have a com- 
mon objective to make these companies the most useful in small busi- 
ness financing. I just wanted to a“ sure, Mr. Chairman, before I left, 
to welcome these gentlemen here. Thank you. 

Senator Proxmire. Mr. MacMillen has already been introduced by 
Senator Javits as president of the Colonial Trust Co. and represent- 
ing the proposed Northeastern Small Business Investment Co. 

We are very happy to have you here. Once again, I see you have a 
substantial statement with a number of exhibits attached. Although 
we would be happy to have you proceed in any manner you prefer, it 
might be more convenient for the committee if you summarized your 
statement. 


STATEMENT OF WILLIAM C. MacMILLEN, JR., PRESIDENT, 
COLONIAL TRUST CO., NEW YORK, N.Y. 


Mr. MacMitten. [I intend to do it. 

Senator Proxmire. And we can put the entire statement in the 
record. Would you like to do that? 

Mr. MacMiutien. Yes, I would. 

Senator Proxmire. Then without objection, the statement by Mr. 
William C. MacMillen, Jr., will be put in the record at the conclusion 
of his remarks, and Mr. MacMillen can proceed to summarize. 

Mr. MacMrien. The purpose of my testimony is to try to per- 
suade the committee of the necessity of an amendment to the act to 
permit the taking of collateral for debentures, which is the vehicle 
contemplated for financing under the act. 

First, a word about our proposed small-business investment com- 
pany. The board of directors of our bank has authorized the manage- 
ment to invest the maximum amount permitted under the law in a 
proposed small-business investment company. That is 1 percent of 
our $5 million of capital and surplus. 

Among our other proponents, we have a young man, a graduate 
of MIT, who spent 6 years with one of the large steel companies, who 
is putting up some $200,000 of his own money, and we have in addition 
a couple of lawyers and a management consultant who have worked 
in the field of financing and with small-business companies. 

We have put up more than the minimum $300,000 of equity our- 
selves, and we will not, therefore, be borrowing from the Government 
the permitted $150,000 under the act. I say this to indicate that we 
are serious about this and hopeful that we might be the kind of group 
that would be expected to act constructively. 
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Senator Proxmire. May I ask, you are putting up $500,000? 
Mr. MacMitten. It will be $350,000 to start, but we have commit- 
ments from various people in the group that when additional capital 
is needed it will be available. 

The question to which I am directing myself arose in an interesting 
manner. When we filed our application, which is presently pending, 
we stated in the section which asked about the methods of financing, 
that we expected to take collateral. We did so because it seemed clear 
to us and to our counsel that the act permitted this. Section 304 
(b) (1) now says that the debentures which will be the vehicle of 
financing may “bear interest at such rate and contain such other terms 
as the company may fix with the approval of the Administration.” 
It seemed pretty clear to us that “such other terms” included the taking 
of collateral. 

However, we received a letter from the General Counsel for the 
SBA saying that it was his opinion that the act did not permit the 
taking of collateral. He reasoned that section 304(c), which permits 
the lender to require the borrower to clean up other debts, which 
permits the lender to require the borrower to make no further borrow- 
ing without permission of the lender and if the borrower does to 
give the lender first crack at it—he interpreted that to mean that 
that was all the borrower could do and drew a negative inference. 

We don’t think that is what the act means, but what we think is 
not, obviously, anywhere near as important as what the General Coun- 
sel to the Administration thinks, and we feel that this is a very serious 
impediment. As a matter of fact, our group has unanimously agreed 
that if this is the law, we are not going to go forward with our in- 
vestment company. 

We spent a good deal of time in the last year, the chap who is going 
to be the president of this proposed company and myself have attended 
all the meetings in New York of the Management Association, and we 
have discussed this at great length with other proponents, and we feel 
not only we will drop out but others will drop out in significant num- 
bers if this is the law. Further, we feel that even if some should go 
forward—and undoubtedly some will—if this is the law, that they will 
find great difficulty in finding acceptable loans with this restriction. ° 

I suggest to you that this probably was not the intention of the 
Congress. In the legislative history we find a conversation which 
took place when the hearings were being held here before, when Mr. 
Howard Williams, chairman of the Capital Bank Committee of the 


Small Business Association of New England was on the stand. Sen- 
ator Robertson said : 


Senator Rosertson. Do I understand when you say security you are refer- 
ring to the present type of security that the Small Business Administration re- 
quires, or what kind of security do you refer to? 

Mr. Wriu1aMs. I would say, “Yes, indeed.” A debenture. It would, of course, 
be a secured debenture. In other words, the man’s property and his chattels, 
and so forth, are definitely mortgaged. If it is a convertible debenture, then 
when the man wants to regain control of his own business, the debenture would 
be converted into common stock, and the man would repurchase the common 
Stock. In this way there would be every prospect that the capital bank could 
be a highly profitable operation. 

Senator Rosertson. I would like to ask the clerk of the committee, what are 
the provisions of the two bills principally under consideration with respect to 


the security that the investment corporation would require of small-business 
enterprises? 
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Senator CLark. Will Mr. Cash answer that? j 
Mr. Casu. Senator, neither S. 3651 nor S. 3643 require security lending by the 


investment company. It is permissible, but it is not required. 

Senator Rospertson. That is what I thought. 

And that is what we thought, too, until we received this ruling. 

In this regard, if this committee should think our position has 
merit, I call your attention to the language of S. 2139 in section 304 
(b) (1) and (2) which contains almost exactly the language which the 
Gener: ul Counsel of the SBA has interpreted as prev enting the taking 
of collateral. So that if this problem is to be overcome, it requires 
some affirmative language. 

In conclusion, we would like to say that we endorse the comments 
that the Administrator, Mr. Barnes, made here last week about liber- 
alizing the general collateral. We feel that this is one of the best 
pieces of legislation, probably the best, that has ever been offered in 
the interest of the small businessman. I feel that if it is to get its 
maximum use, the only restriction on the kind of a contract that the 
borrower and lender may make should be a restriction against an 
illegal contract or a contract against public policy and that anything 
else can be left to the trading between the lender and borrower, and, 
of course, as the act contemplates, all under the approval of the 
the Administration. 

Senator Proxmire. Senator Muskie? 

Senator Muskir. No questions. 

Senator Proxmire. Senator Beall ? 

Senator Bratt. I have no questions. 

Senator Proxmire. Mr. MacMillen, it is certainly an impressive case 
you make against the prohibiting collateral secur ity interpretation by 
the SBA. I am not going to press you on spec ulating as to what 
merit that may have. Is it conceivable that this might put you in a 
position of competition with a bank or banks which require c ollateral 
and it might be felt that you are driving for equity capital that would 
not require encumbrance ? 

Mr. MacMitten. I think the real reason the SBI’s will not compete 
with the commercial banks is the fact of the term of the loan. We are 
talking here and the act contemplates loans between 5 and 20 years, 
Almost no commercial bank will make a loan over 5 years, and with 
money the way it is now in New York, it is very difficult to get any 
kind of aterm loan froma bank. So I don’t think asa practical ‘matter 
this will put them in competition with banks. And again as a prac- 
tical matter, if we are talking about the ordinary small company— 
take ours, $300,000—we can loan a maximum of ‘$60,000 to a small- 
business company ; that is 20 percent of our total capital. It is incon- 
ceivable to me that a bank would be willing to loan to a company as 
little as $60,000 on a 5-year term basis with any kind of collateral. I 
think we are talking about an and that is the very strength of 
this act—that is not presently cov ered either by banks or by anybody 

else. 

Senator Proxmire. You concentrated your testimony on one specific 
area, and it was probably very wise; it has been very effective. I 
would like to ask you, if you were willing to do so, to give us your 
opinion on the basis of your experience on somewhat. more general 
problems. I think the Congress has been very puzzled and very con- 





cerned and very perplexed. “T talked to the authors of the act, some of 
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whom are not members of this committee but who are extremely inter- 

ested in these hearings, and they are concerned about the fact that so 
few small-business investment companies have been licensed today, 
and they want us to press as hard as we can to find out from compe- 
tent witnesses such as yourself why this is. You have given us one 
very specific reason, but it may or may not be a major reason, why 
small-business investment companies do not actually complete their 
applications to be licensed. 

Mr. MacMuuen. I think it probably has not been a major reason, 
because I think everyone assumed that this was not the law. I think 
that the testimony of Wendell Barnes last week best expresses why 
there has been this delay. I think it is the need for liberalizing all of 
the terms. I think his testimony about permitting preferred stock, 
warranties, and so forth, is all sound, and as I say, in my judgment 
the only restriction that is needed on the contract which a willing bor- 
rower and a willing lender may negotiate is a restriction against con- 
tracts which are either illegal or against public policy. I think any 
other contract should be permitted under the statute, since the Admin- 
istrator still has the power umder the act, and should have the power, 
to regulate such contracts. But other than that, I don’t think there is 
any need for restriction in this act. 

Senator Proxmire. Due to the vast need for equity capital and in 
view of the fact that, as you say, your company is a small one, $300,000 
of capital available, you feel that institutions of the relatively small 
size yours is, recognizing yours may well grow—you say your princi- 
pals have indicated their willingness to contribute more—that this 
can do the job. 

We have had testimony that has implied, at least, that it may take 
larger units such as the electronics small-business investment com- 
pany we had before us. It had capital of over $16 million and more 
coming in, a public issue. Do you feel that a small institution such as 
yours can do the job and can do it effectively ? 

Mr. MacMitten. I feel there is a need for both. I think that we can 
do it in a certain area, and I think the electronics company which you 
mention can do it intheir area. But we feel very definitely that there 
is a need for loans up to $60,000 to small-business companies. I think 
that there is certainly plenty of room for the other people, too. 

Senator Proxmrre. Are you intending to specialize in any particu- 
lar industry ? 

Mr. MacMirren. No, we will not. 

Senator Prexmiee. Or in any particular area of the country ? 

Mr. MacMitien. We hope and expect, since we know the New York 
area best, that most of the loans will be coming from that area, but 
we don’t intend to restrict ourselves if an attractive piece of business 
came from somewhere else. 

Senator Proxmire. Do you intend to hold your investments so 
you can get the maximum out of them ? 

Mr. MacMuen. I think as the statute is presently we have no 
choice but to hold them, but I think when the liberal amendments of 
Mr. Barnes are adopted it would be to our benefit to turn them over 
ata very much more frequent rate. 

Senator Proxmrre. One of the objectives to having them turn over 
would be to have them collateralized ? 
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Mr. MacMiiten. Very much so under the proper circumstances, 
and if we make the right judgment on companies after a 5-year loan 
is 1 or 2 years along, if it is properly collateralized and if the company 
is prospering as we would hope it would be, with this help we could 
then undoubtedly turn them over to banking institutions at that time. 

Senator Proxmire. Senator Muskie? 

Senator Musxre. With respect to your specific problem, Mr. Mac- 
Millen, do you suggest that a simple deletion of section 304(b) would 
be the answer ? 

Mr. MacMiten. I really am not enough of a legislative expert to 
answer that. All I do suggest is that this is what has happened, and 
the same language is in the amendment, and therefore we might get 
the same result if the amendment is adopted as it presently stands. 
But how to correct it I leave to people who are better informed on 
the subject than I am. 

Senator Muskie. If there is some other legislative answer to your 
problem, do you still suggest deleting section 304(b) ? 

Mr. MacMiuten. No. No, not at all. 

Senator Musxie. So the only suggestion contained in your testi- 
a on your problem is the deletion of section 304(b) ; you are open 
to other answers? 

Mr. MacMiiien. Right. As long as the problem is solved, it 
doesn’t make any difference to us how it is vibvell. and I am not enough 
of an expert on this matter to suggest how you solve it. 

Senator Musxre. It would seem to me if you simply deleted section 
304(b) your problem would not be answered. 


Mr. MacMitten. No, I don’t think it would necessarily be answered. 
I agree with that. 

Senator Proxmire. Thank you very much, sir, Mr. MacMillen. 

Mr. MacMuen. Thank you, sir. 

Senator Proxmire. This has been very interesting and helpful 
testimony. 

(Mr. MacMillen’s prepared statement follows :) 


STATEMENT OF WILLIAM C. MACMILLEN, JR., PRESIDENT, COLONIAL Trust Oo, 
New York, N.Y. 


Mr. Chairman and members of the subcommittee, my name is William C. 
MacMillen, Jr. I am president of Colonial Trust Co., a commercial bank located 
in New York City. I appear before you on behalf of the proponents of a small- 
business investment company to be known as Northeastern Small Business In- 
vestment Corp., in which Colonial Trust Co. proposes to be a minority stock- 
holder. A proposal relating to this company is now pending before the Small 
Business Administration. 

Before explaining the reasons for my appearance, I would like to say a few 
words about our group of proponents. As I have said, it includes a bank as a 
prospective minority stockholder. The other prospective stockholders are in- 
dividuals who propose to invest portions of their own wealth or savings. 
Together, they have agreed with each other to invest more than the required 
minimum of $300,000 for organization of an SBIC, so that no recourse to the 
Small Business Administration for equity capital will be required. Moreover, 
they are confident of their ability to make large additional sums available to 
their investment company if it is licensed and begins to operate successfully. 

The persons who are interested in the proposed company, either as prospective 
investors or as prospective officers, directors or advisers, represent a wide range 
of professional and managerial skills. They include persons experienced in 
engineering, manufacturing, sales and distribution, management counseling, 
banking and other financial activity, accounting, and the practice of the law. 
Most of them have had experience relating specifically, in one way or another, 
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to the financial problems of small-business concerns. As a prospective director 
of the company, I may be allowed to use myself as an example. Before becom- 
ing a banker, I was president of Chesapeake Industries, Inc., a diversified hold- 
ing company. In that position, I was responsible for decisions to invest in a 
number of small concerns, and I made careful studies of the financial condition 
and future possibilities of literally hundreds of companies which were pros- 
pects for investment. 

To summarize, then, I believe that our group provides an outstanding ex- 
ample of the kind of coalition of interests and abilities which is best equipped 
to carry out the legislative policy declared in the Small Business Investment 
Act. I should add that our group does not regard the small-business investment 
program as an encouragement to seek out speculations in the hope of quick, 
windfall profits. Rather, we look upon the program as an opportunity to enter 
a new business, of a stable, institutional character, organized in such a way as 
to supplement the country’s traditional banking and financing facilities. 

As prospective participants in the program, we have followed with great 
interest the testimony already given before your subcommittee and before 
the Senate Select Committee on Small Business. We recognize the advantages 
which SBIC’s, and the small-business community as a whole, would derive from 
most of the changes which have been proposed to liberalize the existing legisla- 
tion. It is not, however, our intention, in appearing before you, to ask for 
easier government financing, more extensive tax benefits, or a relaxation of the 
regulatory power given to either the SBA or the SEC. My testimony will be 
directed to a single problem, of fundamental importance, which I believe consti- 
tutes a major obstacle to participation in the program by groups such as the 
one I have described. You may be surprised to find that this obstacle exists, 
since the problem is one which, as far as I have been able to determine, Con- 
gress did not intend to create or to leave unresolved. 

Section 340(b) of the Small Business Investment Act authorizes an SBIC 
to purchase convertible debenture bonds “which shall bear interest at such rate, 
and contain such other terms, as the company may fix with the approval of 
the Administration.” At first glance, the phrase “such other terms” would seem 
to leave open a very broad area of possible agreement, subject to limitation only 
by the contracting parties themselves and by the regulatory agency. Absent 
specific prohibitions in the act, it would appear that Congress had authorized 
the parties, with the approval of the SBA, to include in the convertible deben- 
tures any term or provision whatever of a kind ordinarily associated with the 
issuance of corporate obligations. 

Quite properly, the SBA has required, in its form of proposal, a statement of 
the standard terms and provisions which each SBIC will impose in connection 
with the purchases of convertible debentures from small business concerns. In 
the proposal relating to Northeastern Small Business Investment Corp., filed 
with the New York office of the SBA on March 16, 1958, our group included the 
following statement of one of the terms and conditions which it might impose 
in an appropriate case: 


“The proposed operator may require that the debenture obligation be secured 
by any form of available collateral.” 

To our surprise, we have been informed that, in the opinion of the SBA, the 
act prohibits the taking of collateral security for a debenture obligation. Our 
group has therefore been asked to amend its proposal in this respect. 

Let me make perfectly clear that, according to our understanding, the position 
taken by the SBA is based upon an interpretation of the law and not upon a policy 
decision made by the SBA as a regulatory agency. The SBA has not declared 
that as a matter of regulatory policy, it would disapprove a purchase of de- 
bentures where both the SBIC and the small business concern have agreed that 
there should be security for the debenture obligation. Rather, the SBA has said 
that, in its opinion, such an agreement has been prohibited by Congress, so that 
no regulatory or administrative authorization would be sufficient to enable an 
SBIC to purchase a secured debenture. 

We have not been able to agree with this interpretation of the existing law. 
Surely it could not be argued that the existence or nonexistence of collateral for 
a corporate obligation is not one of the “terms” of the obligation. The provisions 
with respect to the nature of the security, and with respect to the credior’s ex- 
ercise of the rights and remedies relating to the security, are among the most 
prominent and important terms of any lending transaction in which collateral 
is involved. The interpretation advanced by the SBA must therefore depend on 
the proposition that terms of this kind are specifically prohibited by the act; 
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and since no such prohibition is expressly stated, the SBA apparently finds that 
one must be inferred. In section 304(c) of the act there is a provision af- 
firmatively contemplating that an SBIC, in purchasing convertible debentures, 
may protect itself by requiring refinancing of the borrower’s other obligations 
and by controlling the borrower’s financial policy in the future. Since some 
form of protection other than the taking of security is affirmatively authorized, 
the SBA apparently reasons, by negative inference, that Congress meant to pro- 
hibit the taking of security. 

I recognize that the question I am discussing is a technical one, a problem of 
legal interpretation, which is difficult to explain in its full complexity in oral 
testimony. I have therefore supplemented the written text of my remarks by 
attaching to it copies of our correspondence wih the SBA in reference to this 
question of interpretation. The correspondence includes letters dated May 21 
and May 26, written to the SBA on behalf of the proponents of Northeastern 
Small Business Investment Corp. by Mr. Charles H. Neuman de Vegvar, one of 
the proponents, and a reply dated June 11, 1959, written to Mr. de Vegvar by 
Mr. Philip McCallum, General Counsel of the SBA. 

I would like to add that, since receiving Mr. McCallum’s letter, we have made 
a careful study of the legislative hearings, the committee reports, and the con- 
gressional debates which preceded the enactment of the Small Business Invest- 
ment Act. We have not found in this legislative history any indication of an 
intent on the part of Congress to prohibit the taking of security for convertible 
debentures. To be sure, the purchase of debentures under section 304 of the act 
is consistently referred to as “equity-type” financing, in contradistinction to the 
kind of straight lending authorized by section 305. But it is clear that before 
they are converted, the debentures contemplated by section 304 are debt instru- 
ments which may have all the usual characteristics of fixed corporate obliga- 
tions. We see no evidence that Congress took an exaggerated, metaphysical 
view of the distinction between debt and equity in this area, or felt that security 
would be inconsistent with the character of convertible debentures as equity- 
type financing. Quite to the contrary, the report submitted by the Select Com- 
mittee on Small Business of the House of Representatives, on June 17, 1958, 
expresses the following practical view among its conclusions: 

“Loans evidence by debenture bonds under any program should be considered 
partly equity and partly loaned funds. There is a very narrow line between 
equity and loaned funds when the collateral is insufficient to cover the loan 
in the event of a mistake in business judgment.” 

This passage, far from suggesting that convertibility and security are incon- 
sistent, seems to assume that debentures will ordinarily be secured, though the 
collateral may be insufficient to cover the face amount of the debentures. 

If I may refer once more to the legislative history, I would like to cite a 
question raised by Senator Robertson during the hearings held by this subcom- 
mittee on May 21, 1958, which I believe throws a helpful light on the problem I 
am discussing. The following dialog appears on page 376 of the hearings, 
during the testimony of Mr. Howard Williams, chairman of the Capital Bank 
Committee of the Small Business Association of New England, in reference to 
security for debentures: 

“Senator Ronertson. Do I understand when you say ‘security’ you are refer- 
ring to the present type of security that the Small Business Administration 
requires, or what kind of security do you refer to? 

“Mr. WILLIAMS. I would say, ‘Yes, indeed.’ A debenture. It would, of course, 
be a secured debenture. In other words, the man’s property and his chattels, 
and so forth, are definitely mortgaged. If it is a convertible debenture, then 
when the man wants to regain control of his own business, the debenture would 
be converted into common stock and the man would repurchase the common 
stock. In this way there would be every prospect that the capital bank could 
be a highly profitable operation. 

“Senator Rorertson. I would like to ask the clerk of the committee, what are 
the provisions of the two bills principally under consideration with respect to 
the security that the investment corporation would require of small business 
enterprises? 

“Senator CLARK. Will Mr. Cash answer that? 

“Mr. CasH. Senator, neither S. 3651 nor S. 3643 require security lending by 
the investment company. It is permissible, but it is not required. 

“Senator Ropertson. That is what I thought.” 

This dialog suggests to us that the subcommittee understood, as we do, 
that the taking of security for convertible debentures was not at all prohibited 
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by section 404 of S. 3651, which was enacted as section 304 of the Small Busi- 
ness Investment Act. 

Finally, whatever the proper interpretation of the existing law, I would like 
to give you an idea of the importance which I believe should be attributed to this 
question of the permissibility of security for debenture obligations. Our group 
of proponents has followed the development of the small-business investment 
program carefully during the last 12 months: has already expressed its deep 
interest in the program’s objectives by making a considerable investment in 
time, effort, and professional fees; and has declared its willingness to commit 
a substantial amount of private capital to the goal of assisting small business 
in a sane and organized manner. Nevertheless, we have concluded, regretfully, 
that we can never bring our plan into effective operation if, as an SBIC, we will 
be prohibited from taking security for debenture obligations. In that case, 
we would, in effect, find ourselves confined almost exclusively to straight long- 
term lending under section 305, with the limited possibilities which that activity 
offers for compensating losses out of profits. The debenture route would be 
virtually unavailable to us because of our conviction, based on experience, that 
the vast majority of small-business concerns which need assistance are not 
proper prospects for long-term, unsecured credit, even when the extention of 
credit is compensated in part by the speculative advantage of convertibility. 
Convertibility offers an attraction to the speculator, but it does nothing to 
reduce the risks of loss or to satisfy the prudent standards of a professional 
lender. 

We recognize that the security which many small-business concerns can offer 
will be of such inferior quality or value that it might not even be regarded as 
collateral by a commercial banker. A pledge of unexploited patents, or a security 
assignment of trademarks and goodwill, would not, for example, appeal to a 
commercial banker. Still, the availability of such marginal security may make 
the difference between the success and failure for a long-term lender dealing 
with risks of the kind which will confront an SBIC. Our group would not, by 
any means, expect to be fully secured in all of its transactions. It feels that it 
must, however, have some chance to pick up the pieces after an unsuccessful 
investment, if it is to be able to offer attractive financing to small-business con- 
cerns without incurring bankruptcy itself. 

Moreover, we believe that there are many cases in which a needy small-business 
concern can give security—even relatively attractive security—without undue 
hardship. It seems clear from the studies made available to Congress last year 
that the major financial problems confronting small business do not result from 
their inability to give security for financing. They result, rather, from the 
fact that most institutional lenders cannot or will not extend long-term credit 
to small businesses, whether secured or unsecured. It is this institutional gap, 
rather than the absence of available security, which handicaps the potentially 
successful small business in its efforts to grow. 

As I have indicated, our group of proponents feels that inability to take 
security for convertible debentures would make it impossible for us to partici- 
pate in the small-business investment program. We believe that the same 
obstacle will discourage many other prospective participants. We understand 
from the SBA that the question has been considered in connection with other 
proposals. We have also heard from other sources that some of the groups 
already licensed obtained their licenses on the tacit assumption that they were 
authorized by the act to require security for convertible debentures. Now that 
the question has been specifically considered in connection with our proposal, 
the legal interpretation adopted by the SBA may well provoke a serious curtail- 
ment of the activities contemplated by these existing licensees. 

For these reasons, I respectfully urge the subcommittee to recognize this 
problem as a fundamental obstacle to the whole investment program. By de- 
terring the participation of careful investors, it may well deprive the new sys- 
tem of capital banks of the large amounts of private capital which they will 
need to give effective assistance to the small-business economy. 

It would be presumptuous of us to suggest the precise means the subcommittee 
might wish to use to solve this problem. However, we do point out that the pres- 
ent S. 2139 bill introduced by Senator Saltonstall does contain the same kind of 
language in section 304(b) which the counsel for the Small Business Adminis- 


tration construed to mean that collateral could not be obtained by a lender 
under the act. 
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In order not to take more of the subcommittee’s time I have refrained from 
commenting in detail on the other provisions of S. 2139. Subject to my sugges- 
tion that amended section 304(b) be deleted from the bill, I would like to make 
it clear that our group supports the measure enthusiastically and endorses the 
recommendations made by Mr. Barnes. I have confined my remarks to the sub- 
ject of security for convertible debentures only because we believe that other 
problems inherent in the existing legislation have already been called sufficiently 
to your attention. 

In conclusion, I would like to say that our group is grateful for the courteous 
and efficient attention given by the SBA to our proposal, and that our disagree- 
ment with the SBA as to the interpretation of one important provision of the 
act should not be understood as a citicism of the agency’s efforts to organize and 
administer the investment program. 

I thank you sincerely for giving me this opportunity to express our views. 


May 21, 1959. 
SMALL BUSINESS ADMINISTRATION, 
Washington, D.C. 


(Attention: Mr. John B. Morris, Small Business Investment Division.) 


GENTLEMEN: On March 16, 1959, I submitted to your New York office, on 
behalf of the proponents, a proposal to organize a small-business investment 
company tentatively named Northeastern Aid to Small Business, Inc. The 
proposal was received under identification No. 02-0008. 

On May 5, 1959, Mr. Morris, of your Washington office, requested in a tele- 
phone conversation that I submit certain additional documents and informa- 
tion to clarify or supplement the proposal. 

In answer to this request, I have been authorized by all of the proponents 
to submit to you, herewith, the attached series of amendments to the pro- 
posal, preceded by a title page entitled “List of Amendments to Form 414, Part I, 
and Exhibits Thereto.” 

I believe these amendments comply fully with your request, except in the 
following respects: 

(1) I was asked to submit a copy of any communication received from 
the Banking Board of the State of New York in answer to the request by 
Colonial Trust Co., one of the proposed subscribers, for permission to invest 
in the stock of the proposed operator. At present, the form of this request 
by Colonial Trust Co. is under discussion with the superintendent of banks, 
and no action in reference to it has yet been taken by the banking board. I 
am authorized to say that a copy of the decision of the banking board will be 
submitted to you as soon as Colonial Trust Co. has been informed of the 
decision. 

(2) I was asked to delete from the proposal item 13(n)(1) (form 414, pt. I), 
which contains the following provision in reference to the policies of the pro- 
posed operator with respect to the purchase of convertible debentures : 

“The proposed operator may require that the debenture obligation be se- 
cured by any form of available collateral.” 

Having considered the suggestion which was made to me, the proponents 
nevertheless prefer to maintain the provision in question as part of their pro- 
posal. It is not their intention that the proposed operator should purchase 
convertible debentures only when the debenture obligation can be secured. 
They recognize that, in many cases, it will be unnecessary or inappropriate 
to insist on security. They suggest, however, that the proposed operator should 
be authorized to take security when sound business judgment requires it, 
for the following reasons: 

(a) Neither the Small Business Investment Act nor your related regula- 
tions contain any express prohibition against the purchase of secured deben- 
tures by a small-business investment company. Section 304 of the act does 
not expressly contemplate that debentures be secured; but neither does it ex- 
clude the possibility that they may be secured in an appropriate case. Indeed, 
section 304(b) (1) clearly provides that debentures may be purchased on terms 
other than those expressly contemplated by thelaw. Likewise, section 107.304(i) 
of the regulations recognizes that “a licensee and small-business concerns may 
negotiate the specific terms and conditions applicable to the financing of the 
particular small-business concern” and “may negotiate any special terms and 
conditions that are reasonably applicable to the situation.” 
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(b) It is true that in conventional public financing a “debenture” is, more 
frequently than not, understood to refer to an unsecured debt obligation. The 
word does not, however, have any such necessary connotation in legal usage. 
In fact, according to Black’s Law Dictionary, a “debenture” is a debt instru- 
ment “usually creating a charge on the whole or part of the company’s stock 
or property, though not necessarily in the form of a mortgage’; or, again, 
“a charge in writing on certain property, with repayment at a time fixed of 
money lent by a person therein named, at a given rate of interest.’”’ The con- 
ventional financial usage of the word relates to the financing of large corpora- 
tions, which ordinarily have sufficient capital and surplus to give their deben- 
tures strong standing without security. There is no basis for an inference 
that Congress, dealing with the more difficult problem of financing small-business 
concerns, meant to prohibit security merely through the use of the word 
“debenture.” 

(c) Nor would a requirement of security for a particular issue of deben- 
tures be inconsistent with the spirit of the act. Section 304(0) authorizes a 
small-business investment company, at the time of its purchase of debentures, 
to require the issuer to refinance all existing indebtedness, so that the invest- 
ment company will be its only creditor, and to prohibit the issuer from incur- 
ring further indebtedness without the consent of the investment company. The 
clear intention of these provisions is to enable the investment company to 
eliminate all priorities in the hands of other creditors and to secure for it- 
self, through its debentures, a first claim against all of the property of the 
issue. Such a course of action would limit the flexibility of the issuer’s 
financial policy far more drastically than a mere requirement that the deben- 
ture obligation constitute a first claim against certain specified items of col- 
lateral available for pledge at the time of purchase. If the more drastic form 
of protection is encouraged by the act, it is difficult to infer that the taking 
of specific security would be inconsistent with congressional intention. 

(d) Finally, it seems plain that the use of security in connection with particu- 
lar issues of convertible debentures may make possible the extension of capital 
to small-business concerns which could not otherwise be financed in a manner 
consistent with sound business judgment. The convertibility feature attached to 
such debentures may provide an inducement to speculation, but it does not reduce 
the risk of the financing—which may be such, in the absence of security, as a 
deter all but the most adventurous sources of capital. If a small-business invest- 
ment company is never allowed to take security for a debenture obligation, it 
seems likely that the small-business investment program will either fail to pro- 
vide assistance to a large class of small-business concerns, or fail to attract the 
participation of banks, insurance companies, and other reasonably prudent in- 
vestors. 

For these reasons, the proponents ask your permission to maintain their pro- 
posal without amendment of the provision in question. 

I look forward to receiving your further communication in reference to the 


proposal, and will be happy to supply any further information which may be 
helpful to you. 


Very truly yours, 





CHARLES H. NEUMAN DE VBEGVAR. 


May 26, 1959. 
Re identification No. 02-0003. 


SMALL BUSINESS ADMINISTRATION, 
Washington, D.C. 


(Attention : Mr. John B. Morris, Small Business Investment Division. ) 


GENTLEMEN : In a letter to you dated May 21, 1959, written on behalf of the 
proponents of Northeastern Small Business Investment Corp., I suggested sev- 
tral reasons why the proposed small-business investment company should be 
tuthorized to require security in connection with certain purchases of con- 
vertible debentures. I pointed out, in particular, that section 304 of the Small 
say Investment Act does not prohibit the taking of security for debenture 
obligations. 

I understand that, in your consideration of my letter, it has been suggested 
that if Congress had not intended to prohibit the taking of security for deben- 
tures, it would not have bothered to draw a distinction between debenture 
fnancing and loan financing. This argument implies that there is no under- 
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standable distinction between section 304 and section 305 of the act, unless 
section 304 is interpreted to prohibit the taking of security. 

I am surprised that this argument should be made because it seems to me 
that there are a number of very clear and marked differences between sections 
304 and 305, and many understandable reasons why the legislative draftsmen 
should have chosen to treat the problem of debenture financing separate from 
that of loan financing. In particular, I would like to submit the following 
comments for your consideration : 

(1) It seems clear that convertible debentures of the kind referred to in 
section 304 can be issued only by a corporate borrower, whereas the loan financ- 
ing authorized in section 305 can be extended to corporations, unincorporated 
associations, partnerships, individuals, or any other category of borrowers. If 
Congress had not enacted section 305, a large percentage of small-business 
concerns in the country would have been excluded from the benefits of the new 
financing program because of the fact that they are not incorporated. If, on 
the other hand, Congress had not enacted section 304, a separate legislative 
statement of some kind would certainly have been required to make it clear 
that, in the case of loans to corporations, the obligations may be made con- 
vertible into capital stock. 

(2) Various regulatory problems arise in connection with the purchase of con- 
vertible debentures which do not arise at all in connection with conventional 
loan financing. One of the clearest examples is the problem of regulating the 
determination of the conversion price. Another example is the problem of 
fixing the time or times at which the conversion privilege can be exercised. 
The necessity to deal with these problems would, in itself, clearly justify the 
draftsman’s use of a separate section on convertible debentures. 

(3) Finally, in addition to the inherent distinctions already referred to, Con- 
gress has chosen to introduce certain additional distinctions between the per- 
missible terms of a debenture transaction and those of a conventional loan. 
For example, section 305(d) provides that a conventional loan shall have a 
maturity not exceeding 20 years, whereas section 304 contains no requirement 
with respect to the maturity of a convertible debenture. Again, section 304(d), 
provides that an issuer of convertible debentures shall become a “stockholder- 
proprietor’ of the small-business investment company, whereas section 305 
contains no such provision with respect to conventional borrowers. 

I hope these comments will sufficiently illustrate that there are reasons for 
legislative distinctions, having nothing to do with the question of whether or 
not security can or cannot be taken. Another illustration of the differences be- 
tween section 304 and section 305 is the fact that section 305(e) requires that 
a long-term loan “be of such sound value, or so secured as reasonably to assure 
repayment,” whereas section 304 contains no requirement in reference to 
security. There is no basis, however, for concluding that Congress intended its 
silence on this question, in section 304, as an implied prohibition against the 
taking of security for convertible debentures. tI is a basic canon of statutory 
interpretation that the absence of a mandatory requirement does not create an 
inference of prohibition. If allowed, such an inference would often lead to 
absurd results. For example, as already mentioned above, section 305(d) pro- 
vides that every long-term loan shall have a maturity of 20 years or less. Since 
section 304 contains no requirement with respect to maturities, should it be 
inferred that a convertible debenture must not have a maturity of 20 vears or 
less? It seems obvious that no such interpretation was intended. By the same 
token, I submit that Congress, in requiring sound value or security in the case 
of a long-term loan, certainly did not intend to prohibit sound value or security 
in the case of an issue of convertible debentures. Congress merely decided, in 
the case of convertible debentures, to leave the question to negotiation between 
the interested parties. 

I would appreciate your courtesy in taking these additional comments into 
account in your consideration of the question discussed in my earlier letter. 

Very truly yours, 
CHARLES H. NEUMAN DE VEGVAR. 
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SMALL BUSINESS ADMINISTRATION, 
Washington, D.C. 
Re Northeastern Small Business Investment Corp. proposal No. 02-0003. 
Mr. CHARLES H. NEUMAN DE VEGVAR, 
New York, N.Y. 

DEAR MR. DE VEGVAR: Mr. Read has requested this office to reply to your letters 
of May 21 and May 26, regarding the security for convertible debentures 
purchased by a licensee. 

Section 304 of the act states that equity capital shall be provided in the manner 
and subject to the conditions described in such section. Capital can be pro- 
vided only through the purchase of debentures containing certain terms with 
respect to call and convertibility as specified in such section and such further 
terms as may be fixed by the licensee with the approval of SBA. Such terms 
will include interest, events of default, remedies, ete. 

Section 304(c) states that before any capital is provided, the licensee may re- 
quire the small-business concern to refinance its existing indebtedness so as to 
make the licensee its only creditor; and said concern must agree not to there- 
after incur any indebtedness without the approval of the licensee and giving 
the licensee the first opportunity to finance such indebtedness. 

Thus, the act directs that equity funds can be provided only in the manner 
and under the conditions specified in section 304, namely, through debentures 
containing specified terms as to call and conversion, with further terms ap- 
proved by SBA, and protected by said creditor position. This is a reasonable 
security, particularly with an equity right. 

In confirmation of this intention, the Senate and House reports state that, in 
connection with the purchase of convertible debentures, “to protect”? the licensee, 
the small-business concern can be required not to incur further indebtedness 
without approval of the licensee. 

Hence, a licensee is limited in security for a convertible debenture to that 
specified in section 304(c) of the act; and a small-business concern cannot 
nullify such mandate by waiver or otherwise. 

We do not question the possible merits and advantages to a licensee, and 
perhaps an issuer, of other approaches with respect to securing the convertible 
debentures. However, until amendment of the act, we must administer the 
program as now directed by Congress. In this regard, however, we are sup 
porting proposed legislation which would allow greater flexibility in providing 
equity funds. 

I can assure you that we are anxious to determine any matter so as to provide 
impetus to the program, within the limits intended by Congress. Your letters 
present clearly positions which, prior to your inquiry, we considered thoroughly 
before concluding the matter. 

Sincerely yours, 
PHILIP McCALitum, General Counsel. 


Senator Proxmire. The next witnesses are Mr. M. Stuart Roesler of 
New York City, vice president and director of the Empire Trust Co., 
and Henry A. Loeb, New York C ity, partner of Carl N. Loeb, Rhoades 


& Co., representing the proposed Empire Small Business Investment 
Co., Ine. 


Gentlemen, proceed any way you wish. We have your statement 
here, and you can put it in the record verbatim, and you can summarize 
it if that is convenient, or otherwise you can read it. 


STATEMENT OF M. STUART ROESLER, VICE PRESIDENT AND DI- 
RECTOR OF EMPIRE TRUST CO., NEW YORK CITY; HENRY A. 
LOEB, PARTNER, CARL M. LOEB, RHOADES & CO., NEW YORK 
CITY; AND ROBERT HACK, COUNSEL 


Mr. Rorstzr. I think probably it would be preferable if I tried to 


just summarize and maybe emphasize the things that seem a little 
more important. 


Senator Proxmire. All right, fine. 
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Is your counsel present? Would you like him at the table? 
Mr. Rorester. Yes. 

Senator Proxmire. Fine. 

Without objection, the text of the statement by Mr. M. Stuart 
Roesler and Henry A. Loeb will be printed in the record at the end 
of their oral presentation. 

May I ask at the very beginning if you represent a proposed small- 
business investment company ? 

Mr. Rorster. Yes. 

This is Mr. Robert Hack of counsel. 

Mr. Loeb has been for some years a partner in the very prominent 
security house in New York of Carl M. Loeb, Rhoades & Co., and I 
have been engaged for a like 20-odd years in the banking business 
working for a, | would think I had better call it, small frog 1 in a large 
puddle, the Empire Trust Co. It is not a large institution as New 
York banks go. We have about $225 million of assets. 

Senator Proxmire. I would say it is large in Milwaukee. 

Mr. Roester. I tried to qualify that, but we are not a large factor 
of the New York banking situation. 

We have in program the formation of a small- business 1 investment 
company which will have an initial capital of $2.5 million. This we 
hope is just a start, but it is something for trial, ont if it goes well, 
I assure you there will be much larger funds available to it. The 
bank will individually put up as much of this capital as it is permitted 
by law, which is 1 percent of our capital and surplus, and the firm of 
Carl M. Loeb, Rhoades & Co. is going to match that contribution. 
The balance will be from private investors who are presently clients 
and friends of both of our institutions. 

We are openminded, but we will try to use these funds to make 
advances to productive enterprises and preferably to enhance their 
growth rate rather than retail trade or some other line. 

Senator Proxmire. You would mean manufacturing enterprises 
generally ? 

Mr. Rorster. Yes. 

Senator Proxmime. But without any specific industry or region? 

Mr. Rogster. No, I think that is a fair statement. I am sure that 
most of our applications will probably come from the area around 
New York where our head office will be, but we have no restrictions 
as to area or business. 

Senator Proxmire. Will you actively and aggressively solicit 
opportunities ? 

Mr. Roester. I don’t know that I can answer that. We certainly 
will be on the outlook for them, but we may very quickly fill up our 
two and a half million dollars and at that point it would be silly, or we 
may find that it is hard to find suitable investment. This is a new 
area. 


This is a field that we both have had a good deal of exposure to. | 


A small New York bank has to deal with small business, so we have 
had quite a broad exposure, and while Loeb, Rhoades & Co. has special- 


ized more in larger businesses, at the same time they have had a pretty | 


broad exposure and have an underst: anding of the problems of smaller | 


enterprises. So I think that our decision to go ahead in spite of what 
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we think are somewhat binding restrictions is based on a modicum of 
conceit. We don’t think we will show a bad loss ratio. 

In the statements we recognize that we will have to have an occa- 
sional good profit to offset losses, because we are bound to get them. 
The principal rub lies in the restriction that you may only invest in 
either secured loans which are pretty well handled by various presently 
existing enterprises, factors, finance companies, and so forth, and/or 
convertible debentures. 

We agree with the proposals heretofore made for amending this 
act that this is too binding. There is the negative problem that you 
tie up your funds in convertible debentures. If you are right, if 
your judgment is sound and the company makes progress, what was 
a very difficult loan becomes an easy loan to make by another lender. 
As a result, a small business can then go forth to a bank and call you 
out and refund you so that you make no profit, or you convert and 
wind up with shares. Those shares are not marketable, and it may 
be a long time. So it is quite conceivable that even if the small- 
business investment company is extremely well run that a great portion 
of its invested capital will very rapidly get tied up in unmarketable 
shares in enterprises which are no longer small businesses but going 
ahead very nicely on their own with no income returning to the in- 
vestment company and with no further funds to invest. So I think 
that the negative hazard in these convertible debentures at the option 
of the small-business borrower is considerable. 

Senator Proxmire. You think it is a hazard to the small-business 
investment company inasmuch as their investment would be not 
liquid ; rather would not be good ? 

Mr. Rorster. Oh, it might be very good. You might have the 
shares of a mousetrap manufacturer which was making pretty good 
money and yet plowing all those earnings back so that the small- 
business investment company returns nothing to its shareholders and 
there is no market—so there it is. It isan attractive but unmarketable 
and relatively valueless share from this point of view. 

Senator Proxmire. This is a very significant point, because a pur- 
pose of the act was to provide equity capital. That would permit 
the efficient, successful small-business company to grow and develop. 
A problem that is extremely serious and severe. It is very hard for 
them to get equity capital. It would be very helpful if they could 
get equity capital; they would not have to pay off and not have to 
pledge some of their assets as collateral. 

Mr. Rorster. Well, you immediately set up a pressure to create 
a market for shares of this company which may not be seasoned 
enough. If you are stuck with a block of stock, you then have to 
take some form of action. 

Senator Proxmire. You see what I want. When the electronics 
people were testifying they said that one of the notions they had is 
that they might invest in five small businesses, for example. It is a 
very large company, as you know. They might invest in five, four of 
which have failed. Because of tax advantages they could write those 
failures off against ordinary income. If one company succeeded, 
they would enjoy a capital gain on it. In view of their study of the 
electronics industry, this one success and four lemons put them in a 
very desirable and advantageous position. 
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Whether or not this is good from the public policy standpoint is a 
problem, inasmuch as it might aakareabin as you point out, freeze 
this capital into a relatively small number of concerns and not permit 
it to turn over so that it provides capital for a larger number of com- 
panies. 

Mr. Rorster. Well, my hypothetical mousetrap company might be 
a lot harder to sell to the public than an electronics company that par- 
ticularly has a small side issue in missiles or something like that. In 
other words, one is very fashionable, the public will buy it, and the 
other might be something that the public is not very much interested 
in. So perhaps the selection of their specialty makes that more attrac- 
tive, I don’t know. 

Senator Proxmire. Then what you are saying is that small business 
may need capital whether they are in a technologically explosive situ- 
ation or not, and the kind of capital they need, the kind of security 
which they would want to borrow might vary. If it is a mousetrap 
company, it might be very interesting for your concern to invest but 
not necessarily in something like convertible debentures or in common 
stock to freeze you in a long time. On the other hand, if it were an 
electronics company, it might be attractive. 

Mr. Roester. Maybe I didn’t make myself quite clear. I am hope- 
ful that every investment that we make converts from a debenture 
into equity. I would like it on a basis where we could accept warrants 
with the debentures whereby if our judgment is sound, we could then 
purchase shares in the company at what was a predetermined fair 
price. Then you bet on your judgment and you get some of your 
money back, perhaps out of the additional contribution you make if 
you are right. 

But the basic concern that I have with the convertible debenture is 
not that conversion shall occur, but the timing. I would rather have 
it on the basis that I can convert at my option at a time when I think 
the shares are nearing marketability. Is that a fair way to put it? 
Have you anything to add? 

Mr. Lors. Why don’t I wait until you are through? 

Senator Proxmire. May we ask, then, what you do conceive to be the 
marketability? Where would you turn it over?) Who would buy such 
a security ? 

Mr. Rorster. If you have a company which is making some prog- 
ress, you can conceivably sell the debentures to an insurance company 
or somebody else who normally will not buy the unseasoned note that 
you first acquire but after several years of profit will be willing to 
buy, or you might convert it and create a market. This is the business 
that my associate is engaged in, creating markets for securities. 

Senator Proxmire. Then may I ask Mr. Loeb that question 4 

Mr. Loes. Our approach, as Mr. Roesler said, the danger as now 
set up, you can freeze all your capital rather rapidly and be out of 
business, because the type of investment planned under the Small 
Business Investment Company Act is one in a small concern which is 
growing and might take several years to mature. It would be feasible 
to see that at the end of the first 2 years of operation when it is fully 
invested and because, as Mr. Roesler says, you only have convertible 
debentures, you either have to convert or you are frozen, and if you 
convert, you have a frozen stock. Whereas, if you have debentures 
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with a sinking fund and warrants, you will be getting money back 
and have a revolving capital to invest in other projects. 

In answer snasiiealie to your question, sir, the way we hope 

‘apitalize on successful ventures would depend on the type of Bs: 
ness, obviously. There are various ways. If a company is suffi 
ciently sound to warrant being sold to the public, the company could 
register its securities, the securities of the company which have been 
fin: 1anced, and they could be sold to the public. That is the obvious 
way the profit could be made, or the company can merge with another 
company. It would be the normal procedures of creating a public 
market for the securities of the company which had been financed, and 
that is, of course, the potential problem. 

Senator Proxmire. Proceed. 

Mr. Rogster. I think that I may not have labored the point enough, 
but what we visualize as an ideal arrangement really is the purchase 
of, say, half a million dollars of debentures and attached to those 
debentures the right to purchase for perhaps a like amount, shares 
of the enterprise. In that case, as the company progresses and as our 
enthusiasm for it progresses, we would have the right to buy shares 
for a sufficient amount to retire the debt. This would presumably 
tie up our capital but would be good in the event that the company was 
making truly fine progress and nearing the marketplace. 

On the other hand, if our judgment 1s less good, we would wait our 
turn until we collected our money, which is over a long term of years. 
I think this is the fairest approach that I know of to this type of 
financing. But I certainly agree with the proposed amendments that 
there should be no more restriction than the ordinary supervision of 
the Small Business Administration in conjunction with the arm’s- 
length nature of your trade with the small business. 

There will, if this program becomes successful, be a good deal of 
competition for the hand of the small business, I suspect, because of 
broadening the horizon here for profit to offset the obvious losses that 
will be taken, will, I think result in the formation of a lot more of 
these companies, making available larger sums and on a more com- 
petitive basis. So that I think you will find that small business profits 
greatly from what might appear to be an opportunity for them to get 
hurt, if I make myself clear. Iam not sure. 

This section, I think, is the one that we regard as the important one 
for amendment. There is also a stock purchase requirement on the 
part. of the borrower, and I think that that has a nuisance value. We 
would certainly go along with the amendment which would eliminate 
this requirement of the company to buy the shares. We don’t con- 
template having government capital, so it wouldn't need any payoff. 
We just automatically would retire the stock after the legal waiting 
period. I think that provision can be stricken out without hurting 
the small-business program. In fact, it might enhance it a little. 

Senator Proxmime. May I ask what would be the relationship be- 
tween your SBIC and your bank and Mr. Loeb’s brokerage firm. 

Mr. Rorster. Well, we don’t know yet. The relationship would be 
a very interesting one. 

Senator Proxmire. It would be a management relationship ? 

Mr. Rorster. We plan to run it right out of the bank, in effect. 
We feel there is no competition because the term of years involved in 
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the loan envisaged by the small-business investment company must 
exceed 5, and as a matter of policy we, the bank, will not make 5-year 
term loans except to very substantial corporations. So we would use all 
of our credit facilities, information-gathering, fact-gathering facili- 
ties. We would probably handle the loan through a wing of our 
loan department the same as we handle country bank participations. 

Then we would probably charge half of 1 percent, something like 
that, for the service of the loan. We would lean on the more far- 
sighted analytical staff of Loeb, Rhoades & Co., for trends in the 
industry and growth potentials of the business and on our own credit 
checking staff for the day-to-day analysis of the management, its 
honesty, its background, and so forth. I think we have a pretty good 
team to make a success out of this business. 

Senator Proxmire. Will the SBIC refer business to the bank and 
vice versa ? 

Mr. Rorster. I would think that it would be vice versa. I would 
think that you would find yourself carrying the water on both shoul- 
ders if you refer loans from the SBIC to your own bank. 

Senator Proxaare. Yes, but I am thinking eventually the small 
business would need a bank ban. 

Mr. Rogster. I think a lot of the bank’s potential borrowers we 
might refer to the SBIC, but my present thinking is that if we have a 
SBIC client which simultaneously needs bank borrowings that we 
would very likely take that to one of our neighbor banks in town 

rather than run the risk of prejudiced judgment. This has been our 
thinking and I think we will continue with it, because you might find 
a position where you were partial equity owner in something and you 
might be accused of bailing the SBIC out or something. I would just 
as soon not run that risk but do it at arm’s length with other banks. 

Senator Proxmire. There might be a tendency for the bank to bail 
out the long-term loans with short-term investments ? 

Mr. Roester. This is pretty theoretical. We try to be fairly hard- 
minded, but there is no point in running such a risk. I mean there are 
plenty of banks in New York we can take the client to when he has 
grown up a bit. 

Senator Proxmme. Any more questions, Mr. Muskie? 

Senator Muskie. I wonder if you would care to comment on the 
proposal made by Mr. MacMillen earlier this morning. 

Mr. Roeser. I think that I failed to recognize the | problem. Maybe 
counsel recognized there was a block there, but I thought Mr. MacMil- 
len and his testimony was well taken. I am not interested in making 
security loans, basically. This is well handled by factoring companies 
and the growing supply of machinery-leasing companies, and so forth. 
This is not our field, we are not interested in it. But havi ing the re- 
course to the taking of security, appeals to me a little bit. We do that 
in the bank when we get a clinker, and very frequently it gets you out 
with a whole skin, if you run into the usual cause of loss, which is dis- 
honesty or worse. We never seem to lose money on honest companies. 
It is only where you have a fellow that disappears with the money 
or something like that that you have loss. 

Senator Musxre. His problem would not be your problem? 

Mr. Rorster. I don’t think he makes bad loans, either. 

Senator Muskie. I did not mean to suggest it. 
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Senator Proxmire. Mr. Loeb? 

Mr. Logs. I am not sure Mr. Roesler understood your question. I 
think what Mr. MacMillen said finally that actually this should be a 
free field for financing, including collateralized loans and whether 
you want a collateral loan depends on the situation. We frankly 
didn’t realize that that was a limitation, because we haven’t got even 
to the point yet of having it come up. Mr. Hack may have realized 
it, but I didn’t. 

Our view is that by putting these restrictions in you are restricting 
the type of company that can get a loan and almost defeating the 
purpose of the act. Actually, we studied the type of financing as 
individuals do—and we have done quite a bit—of small business, we 
would never do financing on a convertible debenture. These are 
speculative. It isn’t that we want to take advantage of the company, 
but potential profits should balance the risk, and as Mr. Roesler said, 
the more companies that are formed the better off will the small busi- 
ness be, because he can borrow, and I think Senator Proxmire asked 
why were so few formed before. I think this is the reason. We 
went ahead and we have been studying the act for some time and have 
been talking to the Administration, in spite of the restrictions, feel- 
ing that there was a limitation and hoping there would be an amend- 
ment. But I feel certain, or at least as certain as we can be that by 
broadening the right of the small-business corporation to lend on 
terms that they can negotiate subject to approval of the Small Busi- 
ness Administration that you will see many new companies formed 
and that alone will help protect the small business and help accom- 
plish the purposes of the act. We have done a lot of financing of 
small business and I think we can talk with experience on this, and 
we would never do it on a convertible debenture. 

Senator Proxmrre. I would just like to ask Mr. Loeb at that par- 
ticular point, did I understand you that it is the rigidity of the fi- 
nancing under the present law that is the obstacle. That if you 
could have convertible debentures you couldn’t have these other things? 

Mr. Logs. Yes, sir. 

Senator Proxmire. You feel that is a major obstacle? 

Mr. Logs. I do. 

Senator Proxmire. How about the tax situation? Do you think 
there are any tax changes that would make a significant difference? 

Mr. Lors. Well, obviously the more attractive you make it the more 
companies would be formed. 

Senator Proxmire. We have made it somewhat more attractive. 

Mr. Logs. That is right and obviously we are going ahead with a 
company so we are not completely negative or we wouldn’t be here. 
On the other hand, we do see very grave restrictions to our activities 
under the present law. Now, the freer you make the tax thing, the 
better treatment the investor gets, obviously the more companies. 
And, incidentally, just to correct Mr. Roesler, we as a firm will match 
the Empire’s investment. They are limited by law, but we intend as 
individuals, of course, to invest in this company ourselves. 

Senator Proxmire. Of course, the tax considerations depend on 
where you get the money. If you were a personal holding company 
you might have a different viewpoint. 

Mr. Logs. The personal holding company we are not under. 
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Senator Proxmire. I know you are not. 

Mr. Logs. We are not; we can avoid that. I think this raises the 
whole question of the personal holding company tax. I do think 
the more important phase is not the personal holding some but 
the question of tax relief to the investor, because under the present 
law he can only really directly gain if your company is a complete 
failure. In other words, he only can write off his loss—I am talking 
about the investor in the SBIC—if the company goes out of business. 
As long as it is operating, he has no loss. So that if you say he makes 
five bad loans and the company makes no profit whatsoever—it could 
happen, might get off on the wrong foot—the investor has no tax 
relief whatsoever. 

Senator Proxmire. Except there is the principle of diversification 
we discussed before, that if you have five companies and four of them 
go bad, you have a writeoff against your regular income, your ordi- 
nary income, and if the one that goes good is only taxed as a capital 
gain, you have that advantage. “I see Mr. Roesler disagrees quite 

vigorously on this. 

Mr. Lorn. I just want to say that you asked. I said the more at- 
tractive you make it, the more companies will be te We didn’t 
raise the question. I was answering your question. Obviously, we 
wouldn’t go into this if we thought we were going to have all failures. 

Senator Proxmire. But you are the exception in going into it as 
soon as you have and as enthusiastically as you have. We are disap- 
pointed that of so many banks and so many brokerage firms, and so 
forth, very few have taken the initiative that you have. 

Mr. Logs. Well, we pride ourselves in trying to take the lead, sir. 

Senator Proxmirg. You seem to have done so. 

Mr. Roesler, do you want to comment on this? 

Mr. Roeser. I don’t think I have any more to add to this tax 
problem. 

Senator Proxmirn. You seemed to object to what Mr. Loeb was say- 
ing. Perhaps I shouldn’t presume. 

Mr. Rogster. Well, I have the feeling that if an individual becomes 
disenchanted with his investment in the small-business investment 
company he could sell the shares and take his beating on a very fav- 
orable basis. I thought that was a pretty nice arr angement, but maybe 
I haven’t faced as many tax problems as Mr. Loeb has. 

But one of the reasons I had not thought much about Mr. MacMil- 
len’s problem—this is to revert back—is because—and I am afraid the 
act in its present form makes you think this way a little bit with its 
rigidity—I had thought of a pretty good way to get around that. 
I would be—and I think it is permitted under the act—able to lend 
my small-business client $2 under the loan provision—I have half a 
million for convertible, but those $2 I could then secure with a mort- 
gage. I believe that is permitted under the act, and this is a pure eva- 
sion of the spirit of the thing, but it could with a side understanding 
effectively accomplish security for your convertible debentures. So 
I would rather have it in the act that you can do it, rather than to start 
trying to think of ways around it because you can, if you are ingeni- 
ous, figure our ways to get around almost every thing. 

Senator Proxaire. So you would agree with Mr. MacMillen? 

Mr. Roester. I would agree it is a good idea to eliminate that. 
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Senator Proxmire. Mr. Loeb, you have had considerable experience 
with the SEC. How do you feel about the Investment Company Act 
of 1940? 

Mr. Logs. No, sir, under the Investment Company Act. No, we 
have not actually and we haven’t been handling investment trusts in 
this country at all. So our experience in that ‘field is limited, but I 
agree that I think so long, certainly, as the small business inv estment 
company is a private company, of course, then we certainly should be 
exempt, and if it goes public, of course, then there are other regulatory 
bodies that do protect the public. 

Senator Proxmire. You heard the testimony of Mr. Miller earlier? 

Mr. Roester. Yes. 

Senator Proxmire. Can you comment on his presentation as to the 

general intent of the act, that is, whether it was intended to cover this 
kind of company ¢ 

Mr. Rorster. Well, I am not, as I mentioned, an expert. I do agree 
with him, but I don’t feel that I am sufficiently familiar with “the 
points he raised to be too intelligent about it. I haven't studied this. 
Frankly, we didn’t consider the problems that he raised under the 
act, because the way we are setting it up they hadn’t faced us. You 
see, We were exempt from the Inv estment C ompany Act the way we 
plan to set up. Isn’t that correct, Mr. Hack? 

Mr. Hack. We have an application pending before the SEC. 

Mr. Rorster. I mean, we think we are exempt. We are not in 
existence yet. We have applied for exemption. 

Senator Proxmire. Senator Muskie. 

Senator Muskie. Do you propose to benefit unincorporated small 
businesses ? 

Mr. Rorster. I think I can answer that. We have no feeling one 
way or the other. If it is a deserving cause and looks as if we might 
make a buck, we have no feeling whether the business should be incor- 
porated or a partnership. Have no thought about that. 

Mr. Logs. I would say it is usually more difficult if it is unincor- 
ee ated. We run into partnership problems and proprietorship prob- 
ems that might make protection of your legal rights more difficult. 

Senator PROXMIRE. May I ask what size loans you contemplate? 

Mr. Rorster. This is the controlling factor in the size of the cor- 
poration. We decided among ourselves that if the requirement was 
convertible debentures, that the best assurance we could have that the 
conversion would have value was to deal with relatively large size 
corporations—relative large size small businesses. And, consequently ; 
we set ourselves up so we would have a lending limit of ‘half a million 
dollars, institute of half a million dollars capital. Our theory would 
be that there is too much of a risk of being frozen in if you make a 
$50,000 loan on the present basis because it takes a long while for that 
small a company to grow up to the market. 

Senator Proxame. You are inv estigating costs, and so forth ? 

Mr. Rorster. They would be relatively small. We have a suffi- 
ciently streamlined organization so that we investigate maybe three 
or four new lending opportunities a day, and we have a staff of bright 
investigators and all the resources of the bank are available. 

Senator Proxmire. This is a little discouraging to me, because we 
had hoped, of course, that this would help small business, very small 


business as well as the medium-sized small business. 
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Mr. Rorster. The greater the flexibility of the lender the more 
helpful to small business, this I will guarantee. Because we could 
get irretrievably frozen in the sum of $50,000 loans under the present 
setup. 

Senator Proxmire. Yes: I can see that. We have had other wit- 
nesses who have told us that they would prefer $200,000, $300,000, 
$400,000, $500,000 loans. 

Their grievance was the investigation costs, and so forth. But they 
are in a different area than you are. You are a bank and you have 
had experience and you have facilities to explore the basis for smaller 
loans, and you feel that this is something that would be less attractive. 
It suggests to us that maybe the need for $50,000 and $60,000 loans 
will not be as well met as we would like by this legislation. 

Mr. Roeser. I think that is the conclusion we have reached. We 
won’t make many loans under a hundred thousand dollars under the 
present setup. 

Mr. Logs. I think what Mr. Roesler said is true and again the 
smaller the loan the more flexibility. In other words, if you are going 
into a very small situation, if a company needs $50,000 to pull it 
through, it is going to need more, most likely, in the long run if it is 
successful. 

Mr. Rorster. Yes. 

Senator Proxmire. Let me just interrupt at that point. This was 
something else that came in. You might get a request for $50,000 
from a going company, Tony what it needs to survive, but what it needs 
to really move ahead, $50,000 to begin with, with the notion that it 
would probably need $900,000 or $300,000 later on as it grows. 

Mr. Roester. That constantly happens with us. 

Mr. Loren. That is certainly on your mind but on the other hand, if 
you go into a company of a type that needs $50,000 then the risks are 
usually greater, peculiarly enough, and therefore its flexibility should 
be greater of the type of equity interest you can get. 

Senator Musk. To what extent would you seek to participate in 
the management and control of a company that you might invest in? 
Would you, for instance, want to be represented on boards of di- 
rectors ? 

Mr. Roester. As little as possible. 

Mr. Lors. I would say we would want to be represented on the board, 
but we are not set up to supply management, nor is the bank. We are 
set up to investigate applications from an equity point of view, and 
the bank is certainly set up from a credit point of view, so we think 
it is a good team, but we don’t intend to give management. 

Mr. Rorster. I have a little addition to that. It is a besetting sin 
of the New York banker to know how to run businesses, so we are very 
strong in our humility and try not to. At the same time, I would 
hate to tell you how much of my time is spent counseling relatively 
small businesses in the ways of finance. 

Senator Muskie. There is a tendency on their part to solicit this 
kind of advice? 

Mr. Rorster. Constantly. Ispend about four nights a week at it. 

Senator Muskie. Returning to unincorporated small businesses, 
do you have any suggestions for legislatin which would facilitate as- 
sistance to unincorporated small businesses. 
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Mr. Rorster. I have no thoughts along those lines at all, sir. We 
have made a great many loans to partnerships with success. The only 
problems arise really because the termination of the partnerships are 
unpredictable and conversion almost impossible although there may be 
ways that you can get around that. I am sure that creates a problem 
but not an impossible one. 

Senator Proxmire. The difficulty, I guess, is somehow getting equity 
capital for partnerships; not make loans. It is difficult to see how you 
can get equity capital in the same sense you can With a corporation. 

Mr. Roerster. All we really want is an opportunity to back our judg- 
ment and control the timing of making an investment in equity rather 
than having equity forced on us at the option of small businesses at a 
time we think it is unwarranted. 

Senator Muskxrr. You would probably encourage these businesses 
to incorporate. 

Mr. Rorster. Oh, yes, and the one thing we want to do is bring them 
into the sunlight and see them be as big as the United States Steel 
Corp. This becomes a high-class worry. 

Senator Musxrr. Have you ever achieved that objective ? 

Mr. Rorster. No—but we have had a lot of small companies. This 
is one thing that really makes our business fun. We have had any 
number of small companies coming to us limping a little and hurt where 
we have made a $50,000 loan and then watch them grow to be healthy 
contributors to the economy. This is really why we are doing this, 
because we have that feeling and we feel a little bit more creative than 
just saying yes if it is secured by Government bonds. 

Senator Proxmire. I think that is a fine creative note on which to 
terminate this hearing this morning. Your testimony was excellent. 

Mr. Rosrrer. I would like to thank you very much on behalf of my 
associates on the chance to speak and would like to add a plug for the 
very friendly cooperation we have had from the Small Business Ad- 
ministration, Mr. Barnes, and the New York people. This has been 
a very pleasant experience and I think counsel might add something 
to that, because he had most of the experience. 

Senator Proxmire. Thank you, Mr. Roesler and Mr. Loeb. 

(The prepared statement of Mr. Roesler and Mr. Loeb follows:) 


STATEMENT OF M. Stuart ROESLER, VICE PRESIDENT AND DIRECTOR OF EMPIRE 


Trust Co., New York City; anp Henry A. Logs, PARTNER, CARL M. Logs, 
RHOADES & Co., NEW YorK CITY 


To introduce myself and my associate, I am M. Stuart Roesler, vice president 
and director of Empire Trust Co., a medium sized New York Commercial Bank. 
My associate is Henry A. Loeb, one of the senior partners of the top ranking 
New York investment banking firm of Carl M. Loeb, Rhoades & Co. 

For 24 years I have engaged in commercial banking. Mr. Loeb has engaged 
in investment banking for the past 20 years. 

We are appearing as witnesses today before your subcommittee in support of 
the proposals to amend the Small Business Investment Act of 1958, submitted by 
the Administrator of the Small Business Administration. 

Both of our companies have had frequent contact with the problems confront- 
ing small businesses in search of capital for growth and consequently we have 
been vitally interested in the Small Business Investment Act of 1958. We have 
followed the progress of this legislation and its administration, prior to and since 
its enactment. 

We jointly propose sponsoring the formation of a small business investment 
company and at the present time there is pending before the Small Business 
Administration a proposal on its form 414 for the licensing of Empire Small 
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Business Investment Co., Inc. Its operations should commence as soon as action 
is taken by the Small Business Administration, the Securities and Exchange 
Commission and the Banking Board of the State of New York. Its proposed 
capitalization is $2,500,000, none of which will be Government funds, and all 
of which will be furnished by our two firms and by certain private investors. 
It proposes to maintain its offices in New York and to furnish capital to small 
business concerns throughout the United States. 

We feel that the company represents a logical extension of each of our respec- 
tive banking functions. Through it small business concerns will have made 
available to them equity capital and long-term financing which otherwise we 
might not have been‘able to finance in the normal course. This will be espe- 
cially true if the proposals advanced by the Small Business Administrator for the 
amendment of the act are enacted into law. 

The report submitted by the Select Committee on Small Business of the U.S. 
Senate to its members in explanation of the purposes and functions of small 
business investment companies to be licensed under the act states that such 
companies are authorized to provide equity capital to small business concerns 
through the purchase of convertible debentures. It was thought that the use of 
convertible debentures which has been developed to a high degree in recent 
years by many large publicly financed companies would be a most suitable 
financing instrument for this type of program. To quote from this report: 
“This type of debenture is attractive to speculative investors who want an 
opportunity to share in the future prosperity of a business beyond the fixed claim 
of ordinary debt. In view of the risk inherent in, and the admittedly experi- 
mental nature of the financing which this act seeks to encourage, consideration 
must be given to encouraging such speculative investors.” 

It is clear from the foregoing that the committee recognized that the success 
of the program depended on the encouragement of risk capital. It is respectfully 
submitted that the act and regulations presently in effect do not fully achieve this 
objective. The Empire Trust Co. has specialized in lending to small enterprises ; 
Carl M. Loeb, Rhoades & Co. has also had broad experience in this area. Asa 
result of this experience, we both feel that we are somewhat more likely to have 
a good loss record than others less qualified. Notwithstanding this experience, 
however, we have been somewhat reluctant to form a small business investment 
company because of the inflexibility of the act and consequently we are not sur- 
prised that the response of the financial community to the formation of companies 
under the act has not been as favorable as anticipated. 

An investor of the type contemplated normally is interested in a return of his 
capital with interest and if his judgment is vindicated a right to profit through 
the purchase of a portion of the equity. The convertible debenture provided by 
the act fails to meet these requirements. Theoretically the investor can choose 
either to take a return of his capital or to invest in the equity of a small business 
concern. In practice he may involuntarily be forced through call to convert his 
investment into unmarketable common shares which may effectively tie up his 
total investment for the unforeseeable future. 

The convertible debenture has been used by large well-established businesses 
and the offer of convertible debentures by a small business which has no market 
for its common shares cannot compete in the financial markets with the con- 
vertible debentures of large listed corporations. 

Furthermore, if conversion is forced by the borrower, the amount loaned 
by the small-business investment company through the use of a convertible 
debenture cannot be recaptured for relending, which has the practical effect 
of putting the small business investment company out of busines once it has 
made loans up to the amount of its capitalization. 

Because of this lack of flexibility, the formation of small-busines investment 
companies which are limited to this type of security has been generally un- 
attractive to the financial community. This defeats the very purpose of the 
act because the greater the number of small-business investment companies 
formed, the more sources of capital will be available to small business and 
the better will be the terms of financing available to small business. 

The proposal by the Administrator contained in section 6 of the amendatory 
act would eliminate the restriction that equity capital be provided only through 
the medium of convertible debentures. Subject to approval by the Small Busi- 
ness Administrator and the safeguards of arm’s-length negotiating, all of the 


media of investment finance should be available to the small-business invest- | 


ment company. Preferred stocks, common stocks, options to acquire stock and 
other types of securities would and should be allowed as investment media for 
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small-business investment companies in a small business. The risk of sterili- 
zation of the capital of a successful small-business investment company would 
be greatly reduced. If a proposed, the profit for the risk is divorced from the 
debenture by the use of a debenture with a detachable warrant, the small- 
business investment company could recapture the principal amount advanced 
either by disposition of the debenture in a second market, or by repayment, 
and still retain some of the profit for the risk taken and accomplish the pur- 
poses of the act in having available for investment in another small business 
the original capital which was invested in the first small business. 

Section 304(d) of the act likewise contains a requirement that when equity 
capital is provided for a small-business concern, such concern shall be required 
to become a stockholder-proprietor of the small-business investment company 
by investing in the capital stock of that company. The Select Committee on 
Small Business in its report stated that the purpose of this stock purchase 
requirement was to build up the investment of private funds and in due course to 
make Federal participation unnecessary. It is our experience that both small 
businesses and the financial community look with disfavor upon this provision. 
The financial community feels that the control of a small-business investment 
company should remain with those persons who invested by choice. In our 
particular instance we do not seek Federal funds. We believe that other 
members of the financial community, if the proposed amendments are enacted, 
would also form small-business investment companies with capitalization well 
above the minimum without a requirement of Federal funds. Small business 
looks upon the requirement for investment an another loading charge, an addi- 
tional cost in connection with the borrowing. We believe that with the 
enactment of the proposals present before your committee the flow of private 
capital into small-business investment companies will be greatly stimulated and 
that the requirement for Federal funds to aid small business will be reduced. 
The elimination of the requirement of compulsory stock purchase will shift the 
source of replacement of Federal funds from small business, where it does 
not belong, to the entire financial community, where it was intended to be placed 
by the sponsors of the act. 

sefore closing, we would like to thank your subcommittee for the opportunity 
to appear before it and also to express our real appreciation to the Small 
Business Administrator and his staff for the cooperation shown to us. 


Senator Proxmire. The hearing will now stand in recess until 10 
a.m. on July 7. That will be next Tuesday morning. 

Mr. Rorster. Thank you very much. 

(Whereupon, at 11:45 a.m., the hearing was recessed, to reconvene 
at 10 a.m. Tuesday, July 7, 1959.) 
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TUESDAY, JULY 7, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL bBusrness, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:10 a.m., Senator William Proxmire (chairman 
of the subcommittee) presiding. 

Present: Senators Proxmire and Muskie. 

Senator Proxmire. The subcommittee will come to order. 

We expect Senator Muskie shortly. Heison his way. That is why 
we delayed, Mr. Cahn. 

Our first witness is Mr. Bernard D. Cahn, who is a New York attor- 
ney and financial consultant, and a member of the National Council of 
Consultants, Small Business Administration. 

We are very happy to have you here, Mr. Cahn. You will express a 
viewpoint that will be very useful tous I am sure. 


STATEMENT OF BERNARD D. CAHN, ATTORNEY AND FINANCIAL 
CONSULTANT, NEW YORK CITY, AND MEMBER, NATIONAL COUN- 
CIL OF CONSULTANTS, SMALL BUSINESS ADMINISTRATION 


Mr. Cann. Thank you, Senator. 

Senator Proxmme. I would suggest, if it is convenient for you, if 
you could summarize your statement, we can put the entire statement 
into the record so that the other Sentors can see it and then we can 
proceed with questions, if that is satisfactory with you. But you 
proceed in any way you wish. 

Mr. Cann. The statement itself I have summarized so I can get over 
in less than 15 minutes. 
Senator Proxmire. Very good. 


Mr. Cann. I do not know that I can do any more summarizing than 
that. 


Senator Proxmire. That is fine. 

Mr. Cann. Shall I go ahead ? 

Senator Proxmire. You say you can give the entire statement in 15 
minutes or so? 

Mr. Caun. Yes. 

Senator Proxmire. All right. 

Mr. Cann. Would you like me to wait for Senator Muskie? 


Senator Proxmire. No. Why not proceed? We expect him mo- 
mentarily. 
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Mr. Cann. All right. 

Mr. Chairman and members of the committee, my name is Bernard 
D. Cahn. Tam a lawyer and financial consultant, now practicing in 
New York but with experience in other parts of the country. I am 
pleased to respond to the committee’s invitation to express my opin- 
ions on the problems involved in the Small Business Investment Act 
and itsadministration. 

I have examined the statements of previous witnesses before this 
committee, and they have been connected primarily with small busi- 
ness investment companies or have contemplated formation of such 
companies. They have presented their views on what is necessary in 
“Fr opinion to assist. their companies to function more effectively. 

T shall attempt, on the other hand, to view this problem from the 
vantage point of the prospective borrower—the smaller company 
faced with the problem of augmenting capital funds. Hence, it may 
be appropriate for me to indicate very briefly my qualifications for 
that task so that you may appraise the point of view which I express. 

I have practiced in the financial field for 26 years. About a third 
of that time, during the thirties and early forties, I was on the staff 
of the SEC. Since leaving military service, I have been concerned 
primarily with the financi: al problems of small businesses. Although 
I have on occasion represented underwriters and brokerage firms and 
have worked with insurance institutions and other private and in- 
stitutional lenders, it is my primary function to counsel the small 
growth companies seeking funds on how, when, and where to obtain the 
capital and how to comply with the requirements of the SEC and other 
governmental agencies. 

I would be more than delighted if I could report that this act makes 
a significant contribution to the solution of the complex financial 
problems which face the smaller businessman, but I cannot, I am 
afraid, to do so. 

In my opinion, this statute in its conception and impact is ineffec- 
tive. It may be likened, if you will pardon me, to an attempt to irri- 
gate a garden with a squirt gun. The instrument is too small, and it is 
the wrong device anyway. Besides, there is some indication that 
ordinary rainfall will take care of most of the assumed problem so 
that care must be taken to avoid waste of energies and resources. 

Let me explain what I mean. 

Prior testimony before this committee has suggested three types of 
changes in the act. The impression created is that the effectiveness 
of the law has been impeded by the defects pointed out, or by an un- 
aggressive administration, or by both. I suggest to the committee 
that those conclusions are open to serious question. 

The first type of change that has been suggested is that covered by 
the Saltonstall bill and similar suggestions. These changes are de- 
sirable to make the statute a more practical device, I believe, but they 
involve only mechanical changes, and their adoption will not solve 
the major problems which face small business in this field. 

The second type of change involves tax benefits not available to 
other lenders. This suggestion, together with the one relating to 
interest rates and increased lending by the SBA—that is the 4 to 1 
ratio suggestion that has been made here—involves a subsidy, more 
or less disguised, greater or lesser, to the SBIC’s. 
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It may be possible so to increase the subsidy, if this committee and 
this Congress wish, to the SBIC’s that the risk in substance would be 
the Government’s and the benefits would accrue to the SBIC’s. That 
is possible I say. However, even the suggested cheap interest rate and 
4 to 1 lending ratio, which together might result in a deluge of SBIC 
applications, may not solve the problems which the smaller company 
will continue to face in finding a source of capital. 

Public subsidies are not necessarily to be equated with public wel- 
fare. The funds required to comply with interest rate and lending 
suggestions might be out of all proportion to the benefits resulting to 
the small business community and the economy as a whole. Indeed, the 
inflationary aspects of such a program would require serious considera- 
tion, and without major subsidy the act, in my opinion, will function 
but little differently than it does now if one judges it in relation to 
the entire problem—that is, the capital needs of the entire small busi- 
ness community. 

This statute attempts to adapt the methods of the investment bank- 
ing business to the capital problems of the small business community. 
But no new ideas or mechanisms are provided other than small tax and 
credit benefit. It is assumed that the existing credit and investment 
banking facilities have not been able to handle the long-term capital 
needs of the bulk of small business. 

If this is true, then neither will the present SBIC mechanism solve 
that problem. 

Let us examine the small business community in relation to capital 
fund facilities. 

Senator Proxmire. May I interrupt at this point, Mr. Cahn? You 
say it is assumed the existing credit and banking facilities have not 
been able to handle the long-term capital needs of the bulk of small 
business. Do you not feel that this has been amply demonstrated on 
the basis of a series of studies ? 

I have here a list of some eight or nine studies that have been made 
over the past 25 years by various Government agencies and, indeed, 
by some private organizations, including the Investment Bankers As- 
sociation of America, Dun & Bradstreet, and so forth. 

Without exception, they come to the conclusion that there is a very, 
very substantial and significant gap, a great need on the part of small 
business for equity capital, long-term capital, that is not being sup- 
plied. 

The American Bankers Association agreed to support this legislation 
on the basis of recognizing that very serious need. 

The Federal Reserve made probably the most exhaustive study. 

That is a tremendously substantial and comprehensive study that 
they completed just last year. 

Mr. Caun. I have read that Federal Reserve System study from 
cover to cover, Senator. 

Senator Proxmrre. I am sure you have, and you are a very com- 
petent witness. This is why I am asking you this. 

It seems to me that in the initial part of your statement you feel that 
the need perhaps has not been as firmly established as most of us as- 
sume it has been. 

Mr. Cann. That is my feeling, Senator. And I think that is the 
conclusion in good part of the report of the Federal Reserve System. 
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Let me read you just a sentence, which is only a summary sentence. 

There are, as you know, two reports in the Federal Reserve System 
publication. There is the report of the Kaplan-Banner group and the 
report of Professor Schweiger of the University of Chicago. They 
“ame to diametrically opposed conclusions based on the same evidence, 
the same testimony. 

The Kaplan-Banner group came to the conclusion—I think this is 
a fair statement—that there may be—that there is—a gap, but they 
base their conclusion in part on the fact that they see 1t in terms of 
an overall social problem. They are unable to point to economic sta- 
tistics to back this up to a substantial degree. They say that the 
reason for that is that the small businessman does not come forward 
and tell you, that he is inarticulate, that you cannot get him to say 
that he needs money because he knows he cannot get it. 

I think that is the primary conclusion of Mr. Banner, of Kaplan & 
Banner. 

Professor Schweiger, on the other hand, in his report says that 
he thinks that the economic statistics do not establish the need. At 
least he finds it difficult to establish a need for the kind of overall 
legislation which this originally was contemplated to be. 

Let me read you one sentence of the report, if I may, please. 

As suggested earlier, perhaps it will never be possible to determine on the 
basis of statistical evidence alone the nature and extent of existing imperfec- 
tions and unfilled needs in the financing of small business. The notion of need 
itself is elusive and to a certain degree unverifiable. As pointed out in the 
Kaplan-Banner paper, a basinessman is unlikely to express a need for what 
he knows from experience to be unavailable, nor does it seem possible to define 
adequacy in purely operational terms. 

They go on to say equity and adequacy are not the same thing, 
however, ‘that equity is one thing, adequacy another. 

They then finally say : 

There is some evidence in the background study that there is an unfilled 
need, perhaps a rather thin one. 

I would like to address myself to that a little later. 

But I think there is a need, and I think that need is in the lower 
reaches of the small business community, Senator, the man with the 
street-corner store, the stamping plant, the $25,000 to $50,000 invest- 
ment. 

Based on my experience, he is the man who cannot get capital, and 
he is the man who is not going to get it under this statute. 

Senator Proxmree. You feel this legislation will not provide capital 
for them ? 

Mr. Cann. That is exactly my feeling. 

Senator Proxmire. Yet the Board testified to this committee that it 
appraised the study as supporting the legislation that we passed. 

Mr. Cann. I know they did. I have read all the hearings before 
this committee, and I also read the committee report as well as this 
statement. 

The Federal Reserve System is entitled to its opinion, and I am 
entitled to mine. 

I just do not think this study does support this type of legislation. 
I think that legislation is necessary primarily from the social point 
of view of helping the smaller people, those who need it, up to 
$100,000, and who cannot get it today. 
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The people above that level, who will be the subjects of this legis- 
lation and who will actually find benefit under this legislation by and 
large—of course there is an exception to every rule, Senator, and there 
are , people who fall in the interstices of any legisl y and 
large those people can find the capital they need ‘today. That is what 
Iam trying to tell you today. 

The company with $500, 000 to $1 million net worth, the company 
with earnings of $100,000, $150,000, to $200,000, who w ‘il be the sub- 
jects of thist type of SBIC__bec: ause they are the only math tee whose 

securities can be turned over so that the company itself, the SBIC, 
can continue to replenish its capital—those companies can today, by 
and large, find funds in the ordinary capital markets and in substance. 

In one sentence—you asked me to summarize before—my objection 
to this statute is this: Those companies that cannot find capital today 
are usually too small or otherwise unattractive so that their securities 
cannot be sold to the public and cannot be taken by the institutional 
borrower. Those same companies are going to have trouble, as I 
said in my article, in getting the SBIC interested in them, because, 
fundamentally, the SBIC must turn its investment over or it is out 
of business. 

The two gentlemen who were here earlier in the week or last week, 
rather, the gentleman from Bloomington, Ill., and the two gentlemen 
from Cleveland and from Baltimore, said the same thing. The gentle- 
man from Bloomington just found out he is going to be out of business 
pretty soon if he does not do something about it. Yet if you look 
at his portfolio you will find he has, in fact, made loans and advances 
to companies that could not find other capital elsewhere and that is 
the reason he is out of business. He cannot take those investments 
and turn them over to the public or to any other institution. 

He starts out with $300,000. He has $175,000 invested today. He 
has commitments for the other $125,000. And he says, almost help- 
lessly as I read the statement: 





Nobody wants to lend us any more money. We do not know where we go 
from here. 

That problem is going to plague every SBIC that tries to operate 
in this field, with few exceptions. One of these exceptions is this 
great one, the Electronics Capital Corp., which is a completely differ- 
ent animal. I will be glad to discuss that one separately. It operates 
in a different field really than what you contemplated or what the 
original sponsors of this statute contemplated the SBIC would 
operate in. 

Would you like me to go on? I think I cover some of your ques- 
tions later. 

Senator Proxmire. Go ahead. 

Mr. Cann. Let’s examine, just for purposes of your questions, per- 
haps, Senator, the small business community in relation to capital 
fund needs. There are three kinds of small business companies. 

There is the company that is today large enough to go to the public 
or to go to institutions or to get funds from the usual sources. I am 
talking about long-term funds. I have covered them in considerable 
detail in my article. 

I would like to offer this article, by the way, for the record. It 
may be of some interest to the members of the committee. I have 
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given a few copies to Miss Chase, and she will have them for you if 
vou would like to examine them. 

~ Senator Proxaare. All right. It will go in the appendix. (See 
p. 590.) 

Mr. Caun. For this purpose, the smaller companies may be divided 
into three groups, as I say: 

First, those now of a size and attractiveness that can seek public 
funds. 

Second, those which may reach that level in 3 to 5 years. 

And, third, those that just are not ever going to get that big. 

I shall not attempt here to duplicate what [have said in the article, 
but it may be interesting to note that companies of a far smaller size 
than is generally assumed have been able to find fin: ancing from the 
public or through institutional sources. Companies with annual net 
sarnings of $100,000, with net worth of $500,000, are able to tap the 
ordinary sources. 

There are some people who think they ought not to be able to, but 
the fact of the matter isthey do and they are. 

Today I have in my bag 10 or 15 prospectuses of companies that 
would ordinarily be ¢ onsidered to be pretty small. 

Senator Proxmme. At what cost do they tap the capital market ? 

Mr. Cann. I tried to cover that in my article, Senator. 

The costs are fairly substantial, but I suggest to you, Senator, that 
the costs in the long run will be no greater for those I am talking about 
than operating under the SBIC statute, because the costs are going to 
have to do something. Somebody does business in this field. and he 
is going to make a profit. Eventually if the SBIC has to sell its 
securities to the public, at some point the underwriter is going to take 
his bite. So after the SBIC has taken its partic ipation it may very 
well be that, operating under this statute, companies are going to pay 
more than less than that for which it is able to go to the public now. 

I think this: I think this statute was contemplated to operate and 
will operate most effectively in that area in which companies can be 
brought along to go to the ‘public i in the next 3 to 5 years. There is 
a substantial group of companies in that category. I think it is that 
company, that type of company, which was contemplated by the origi- 
nal sponsors in which SBIC would concentrate their investments. 

This, however, is one of the most highly speculative fields, gentle- 
men, in the entire financial community. The road to success in this 
business of trying to pick the company today which in 3 to 5 years 
is going to be ready to go to the public—because that is fundamentally 
our problem—is a tough problem. 

Some of the great capital aggregations in the country—I mention 
J. H. Whitney, the Rockefeller brothers, this Electronics Capital 
Corp. that was before you, which is going to try to do the same thing, 
American Research & Development—a number of them have been 
operating in this field for many years with substantial capital. They 
report only modest success actually. 

At the hearing that we had in New York in December, the so-called 
briefing session in which some of them appeared, one of them said, 
and I cover that in the article, too, that out of 7,000 applications they 

made investments in 50, and out of those 50 they were lucky they broke 
even on most of them, that they only made a profit on a few. 
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That is a pretty tough row to hoe. About 1 to 2 percent of the 
applicants. 

And, by the way, this gentleman from Bloomington, who testified 
before you, said almost the same thing. He said about 90 out of 100 
applications submitted to him were not of the caliber that even he 
wi anted to be interested in, and he is going way down low, to the 

$20,000 investment, as he told you. 

Such organizations, in addition to that, have the borrowing power, 
the 4 to 5 for 1, if they are successful, that people before this com- 
mittee have asked you to grant the SBIC’s. And, what is more, they 
have been able, and I think this is of great importance to you, to at- 
tract the experienced, highly skilled personnel necessary to function 
in this field, because they pay rather handsome salaries. 

I question whether the ordinary SBIC is going to be able to get that 
kind of man to work with it, and, if it cannot, it is going to have 
trouble in the initial appraisal of the investments it is required to 
make. 

Hence, while the SBIC’s ——— speaking may finance a few 
worthwhile companies—and, as I say in the article, they are going to 
have this advantage that they are going to be a known institution in 
their local communities so people w ‘ill know where to go and they may 
pick up a few companies that would not otherwise know where to go 
outside of their community—by and large they will have to shop for 
and get the same kind of company w hich could find existing sources 
of sapital. They, themselves, when they have developed this com- 
pany to the right stage, are going to have to go to an investment 
banker to make a distribution in order to replenish their funds. 

I am not going to overemphasize or underestimate the problem of 
trying to find that particular “right” investment, the investment in 
the company that is too small today but is going to be r ight in 3 or 5 
years. But I tell you based on my own experience and based on the 
experience of many people in this field we are not going to be able to 
do too good a job in that area, any more than companies that have 
been in the business for the last 30 to 40 years have been able to do. 

There have been a number of companies functioning in that area. 
They have not been dramatically successful. There is no reason to 
believe that the SBIC is going to be any more successful than they 
have been or that the SBIC’s by their financing this type of company 
will be able to solve the problems which face all of the small business 
community. 

I think, as a matter of fact, that the problem isa different one. The 
most important factor to be ‘borne in mind in appraising this statute 
is that well over 95 percent—I think, as a matter of fact, statistics will 
support the conclusion it is 98 percent, by number—of all companies 
in the country are now and will continue to be too small to be refi- 
nanced by an institution or the public. And that, gentlemen, in my 
opinion, is the key defect in this statute. 

The great bulk of the companies, whether we take it by number of 
per sonnel, which gives about 414 million, or whether we take it over- 
all as the Federal Reserve System has and get up to 9 million com- 
panies, the great bulk, the 98 percent, are below the level that it has 
been assumed can go tothe public. Most of them never get that far. 
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That is the street-corner gas station, the drugstore, the fellow who 
owns 2 or 3 stores, the fellow with a stamping plant and 25 employees, 
the man who was in my office 2 weeks ago, who has just started out 
and has a chemical company, but he has $25,000 and it will be a long 
time before he proves he can go to the public. 

Those people, gentlemen, will eventually find no relief under this 
statute, and if I needed any further dramatic proof of that I suggest 
that you read again, as I am sure you have done, the statement from 
the man from Bloomington who says that he does not know what he 
is going to do with his investments right now. In substance he says 
that. And, reading between the lines of his statement, and the state- 
ment of the gentlemen from Baltimore, and the other statement from 
the gentlemen from Cleveland, that is the problem. 

The problem is that after you make the investments in the com- 
panies below the public-offering level, below the institutional level, 
how then do you replenish your fund? How do you continue to stay 
in business? How do you get down to the fellow who needs only 
$25,000 ? 

These companies are not vessels for permanent external capital, and 
they will not be appropriate for investment by the SBIC’s for exactly 
the same reason. Even greatly increased Government loans to the 
SBIC’s, if we were interested in that, or greatly increased spreads in 
interest rates will not solve that problem, unless the increases and 
the subsidies are so great as to change the entire complexion of this 
act—to convert it from an activity of private funds, which is what 
is now contemplated, with only minor public priming, to one of pub- 
lic lending with only minor involvement of private capital. 

What I mean by that is this: There is only one way, it seems to 
me, that this statute can be made to function, if that is what we want 
to do, and that is to substitute Government banking facilities for 
public, in the acceptance of these investments. 

In other words, if Government wants to take the investments as 
the SBIC’s make them, buy them from them, put them in its own 
portfolio and replenish the funds, then the statute, of course, will 
work. 

But the impact of that, the inflationary impact and the business 
impact of that, I tell you will be tremendous. It will mean that every- 
body with a $25,000 to $50,000 company will find that he can find the 
kind of capital funds, permanent capital funds, which heretofore 
they have had to fight for. 

I do admit that there is a need for long-term money in that area, 
and I would like to come to that in a minute, but I doubt, I doubt 
seriously, whether this mechanism is going to supply those funds. 

The suggestion that I would like to make is on the last two pages 
of my statement. It is a very rough suggestion, gentlemen. I have 
not tried to work out all the details. I merely point a direction. 

If you were going to continue subsidies, then I think those sub- 
sidies in the form of Government support should be used for a dif- 
ferent type of instrument. And I suggest that not capital purchases, 
capital resales is the way to finance the small business. That what 
he needs is loans in the 3- to 5-year area. And that should be done 
by an instrument somewhat similar to the building and loan associa- 
tions, changed drastically to meet the problems of this particular area, 
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you understand, because we are not dealing with real estate. The 
problem of lending is much tougher. 

But I think if you get into the cooperative credit area and restrict 
this type of loan to the $25,000, $50,000, and $100,000 size, you will 
find the company, you will find the people, who do not have other 
resources, other capital resources, and they will be helped. 

If you go substantially above that, you are going to have the 
same problem today. 

In other words, you are going to be giving cheaper money per- 
haps to larger companies that have larger resources, but the man 
who can’t find money is the man with a net worth of $25,000 to 
$50,000 who needs that amount of money to develop a little bit, to 
expand a little bit, to put him in the position of being able to com- 
pete more effectively. 

I shall not read the rest of my statement except to point out to you 
that what I have said I think is somewhat what has been said by 
the Federal Reserve System in its report, which I quote in my last 
paragraph. I quote what they say. 

I am not convinced from elias this study, and I have read it 
most carefully not once but two or three times, that they have estab- 
lished a case for overall capital need. I do think they have estab- 
lished a case for specialized capital need in the lower reaches among 
the smaller companies. 

That raises a number of questions which I shall not attempt to go 
into today, but I think there is that need, and I think that need can 
be met only by a different type of instrument. 

I will be glad to answer your questions. 

Senator Proxmire. Senator Muskie ? 

Senator Muskie. No questions. 

Senator Proxmirge. Let’s go back to where you made the statement 
that these small, but not very small, companies with net worth of 
$400,000 to $500,000 and annual earnings of $100,000 to $150,000 now 
have access to the public markets. 

Do you have any statistics at all available to indicate at what cost? 

Mr. Caun. Yes, I have the entire cost figures in here. 

Senator Proxmire. What are the costs on the basis of the com- 
panies that you have been able to—— 

Mr. Caun. The costs in an area will run about 20 percent of the 
amount the public pays. It varies, Senator. I give you statistics 
there which show that the cost to the underwriters is from 7 to 15 
percent, and then there are additional costs of anywhere from 3, 4, or 
5 percent on up. 

Senator Proxmire. How does that compare to the cost to a very 
large business ? 

Mr. Cann. Oh, it is much, much higher. 

Senator Proxmire. The cost to a very large business is about what 
percent ? 

Mr. Caun. It depends on what you mean by “very large.” 

Senator Proxmire. A very large business, General Motors or 
Chrysler for instance. 

Mr. Caun. It is 1 percent in that area. 

Senator Proxmire. 1 percent? 

Mr. Cann. Oh, yes. 

Senator Proxmire. In other words, it is 20 times as high? 
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Mr. Cann. It may be 20 times as high; yes, sir. That is one of 
the hard facts of life in this business. 

Senator Proxmire. Is it not also true that, while you can show 
examples of companies this small that have been able to get public 
money, as I recall I was very interested in Eberstadt Co. some 20 years 
ago which specialized in medium-sized businesses—Jaquet was another 
one that did it in a little different way—it seemed to me they were 
very selective in the kind of companies they went after, the particular 
kind of industry, very discriminating in the ability of management 
that they required and the promise in the product, and so forth. It 
was confined to relatively tiny fractions of companies this size. Is that 
not correct ¢ 

You would not say that the generality of companies that have an 
equity of $400,000 to $500,000, even if they did have the kind of 
profit picture that shows $100,000 to $150,000, could get. public money 
even if they were willing to pay 20 percent for it, would you ¢ 

Mr. Caun. I would say if those companies were growth companies, 
Senator, yes. 

In other words, if this company had been doing the same thing for 
15 years and had just been varying slightly and really didn’t seem to 
be going anywhere, I think the answer is “No.” Nobody would want 
to invest in them, because from the standpoint of the public, Senator, 
not from the standpoint of the company, if you are looking for stability 
of investment you do not find it in this kind of company. You find it 
in the bigger company. 

This company is interesting to the public only because of its growth 
potential. The public is only “interested in it because of, say, companies 
that I have seen and that you have seen perhaps in the past Year or 
two where, with one company I know, a $2.50 investment in 1956 is 
worth $88 today. That is the kind of thing people are looking for. 
And that is the only reason they go into the smaller company. 

But if this is a growth company, Senator, then, yes, 1 would say 
almost any company, with a few exceptions. The soft-goods field, 
for instance, has been pretty tough the last couple of years. It has 
been very hard to finance them. 

But, generally speaking, companies in the $400,000 to $500,000 
category with $100,000 to $150,000 of present earnings coming up, if 
you can chart them and show they are really growth companies, have 
a pretty good chance. 

Senator Proxmire. Yes, but the trouble is how broad a group de- 
termines growth, is it not? Certainly if a company has the right 
product and has the Gen management and has other necessary 1n- 
gredients of growth, if it cannot get above a certain level, if the 
institutions just are es uaiiaieie and convenient to it, it may never 
be able to show it isa growth company. 

Mr. Cann. That is a problem, and that is the company that falls 
in the second ec ategory. 

Senator Proxmire. So the availability of institutions, the avail- 
ability of more SBIC’s, say, or something like that in communities 
throughout the country—the kind of thing that Mr. Barnes envisions, 
having several thousand of these around the country, assuming that 
that could be developed—is important. Would it not be logical that 
more growth companies with potential would be perceived and given 
a chance to grow and develop ? 





Ee << 


e of 


show 
ublic 
years 
other 
were 
cular 
ment 
+5 se 
; that 


ve an 
id of 


1oney 
anies, 


ig for 
em to 

want 
nator, 
bility 
find it 


rowth 
panies 
Tar or 
956 1s 
ig for. 


ld say 
3 field, 
It has 


00,000 
‘up, if 
s, have 


yup de- 
e right 
ary In- 

if the 
y never 


at falls 


» avail- 
qunities 
visions, 
ng that 
eal that 
\d given 


NR CEASED TE 


SMALL BUSINESS AMENDMENTS OF 1959 273 


Mr. Cann. I think, as I said in my statement and as I say in my 
article, that if you spotted several thousand of these throughout the 
country they would dig up companies with potential beyond that 
which is now reaching the market. And the reason would be a 
simple one. The companies would know where to go. It would be 
easier for them to find who would be interested if - you had several 
thousand instead of everybody concentrated in New York or a few 
centers. You would be doing a better job of hoeing the garden, so 
to speak. 

But fundamentally, Senator, the problem is the same. The prob- 
lem is that of selecting the company that can be turned over in a 
period of 3 to 5 years. 

That problem is going to be the same whether it is in Wisconsin 
or in Maine or in New York. 

You have to find the company you can turn over, because if you 
cannot do that then I tell you, as this gentleman from Blooming- 
ton found, you are frozen in. You do not have anywhere to go after 
a short period of time. 

Those companies are not only the difficult ones to find, but those 
companies eventually are going to have to find, through New York 
or some other big city, a mechanism of public distribution. 

Therefore, unless you choose them by the same standards which 
now apply to the selection of a company for public offering you are 
going to find you have not made an investment that is going to help 
you get bailed out over a period of time. 

Senator Proxmire. How about new companies? Would you imply 
by what you say that no new company should have an opportunity 
to get long-term equity capital until it has proved itself by the capital 
the propr ietor or the original incorporators can provide? 

Mr. Cann. No, I do not imply that at all. I do say that I 

Senator Proxmire. Assuming the new small company would have 
trouble selling their securities to the publie. 

Mr. Caun. Either to the SBIC or otherwise, Senator. I do not 
think that that problem has changed. I think that you have to use 
another device to get at new companies, by and large. 

Senator Proxmirr. Exe ept that as you have an investment com- 
pany like the electronics concern, for example. Mr. Koteen was 
able to tell us that if he found the right kind of electronics product 
and the right quality of management, at least I gathered from what 
he said, they might be interested in investing in a new company. 

Mr. Cann. I have looked at their prospectus, and I have read Mr. 
Koteen’s statement. I have also read the statement of Mr. Jacoby. 
I would be glad to argue this with Mr. Koteen. 

I do not thing he intends to go into—substantially into—the new 
company. 

I will say this, however: I should say that I think he is going 
to do exactly with SBIC trappings what American Research & De- 
velopment, J. H. Whitney, and one or two other companies that have 
been in this area have done. They have to some extent invested in 
some new companies with highly exciting inventions. And it is still 
possible. 

T have a case on my desk now which I have taken over to an under- 
writing group who are going to finance him. He has come up with a 
new idea that seems to be very exciting. 
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Mr. Koteen’s group, American Research & Development, are in- 
terested in very selective areas. Mr. Koteen, as a matter of fact, is 
going into the most highly dynamic area in the country’s economy 
today, the field of electronics. In the field of electronics you would be 
surprised what has been financed with the public—much more than I 
think should be. 

But, outside of that, in the “bread and butter” companies, I do not 
think there is a Koteen, and I do not think Mr. Koteen is going to do 
quite perhaps what you think he is. 

Senator Proxmire. You raise the problem of experienced, highly 
skilled personnel necessary to function in the field. I think this is an 
excellent point. 

Mr. Cann. Right. 

Senator Proxmire. Is it not true that banks getting involved in the 
situations as they have helps a lot? We have had some excellent testi- 
mony from banks that they are anxious to come in and a number of 
the licensed companies already include banks. They have exactly the 

right kind of personnel, at least have personnel qualified to study credit 
risks and know from their own experience a great deal about businesses 
in their communities. Can we not in that way prov ide at least some of 
the necessary ability from banks that get into the small business 
field ? 

Mr. Cann. I have covered banks separately, and they are a separate 
problem. 

Let me say this about banks: Banks sponsoring SBIC’s will have 
certain special advantages, Senator, because they do have nonbankable 
loans now, some of which may very well be appropriate vehicles for 
permanent investment. However, the ordinary commercial banker 
will tell you that he himself is not an inv estment banker, and he 
shies away from doing the kind of a job that is done by the investment 
banker in appraising a company that eventually is going to be a growth 
company with securities salable to the public. 

A good part of my work, by the way, or part of it in any event, comes 
from banks which do not want to make that decision and, therefore, 
would like to have somebody else do the searching out for them. They 
are not apt in this field. They are apt in the business of short-term 
credits. 

If you talk to a good banker he will tell you his primary competency 
is in the field of short-term credits, not long-term credits. 

In the area of banking there are two things that you can say 
about the 

Senator Proxmire. I just wanted to note if he can recognize the dis- 
tinction he has some of the qualifications—between short term and 
long term. That indicates some degree of understanding. 

Mr. Cann. I have talked to bankers. I mean this is just an idea of 
mine. I have talked to bankers about this. I have talked to bankers 
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go out to the public and raise enough money. But they are handled 
as term loans, as 3- to 5-year loans, and handled as nonbankable term 
loans. 

If the banks are going to try to do anything beyond that—and the 
gentleman from Southern has indicated he is going to—in other 
words, if they are going to try to operate in the field of capital turn- 
over, so to speak, buying capital investments in companies, I suggest 
to them that they are going to have the same problem that every 
other SBIC has with some benefit in the credit investigation field. 
But I question whether their own staff is going to be adequate to 
service the entire SBIC operation from the standpoint of deciding 
what kind of a company is going to turn over, so to speak, at the end 
of 3 to 5 years in the form of a public offering or an institutional 
loan. 

I have talked to bankers and bankers ordinarily will not venture 
that kind of opinion. ‘They say it is not in their field. 

Senator Proxmire. I think you are right. My only point was 
bankers can provide some of the elements of ability and understand- 
ing and experience that are necessary, and perhaps with a relatively 
small increase in staff they can cope with the problems. 

Mr. Cann. They can make a start. 

Of course, they are having their own staff problems. You talk to 
them up in New York, and they will tell you they would be glad if 
they could get enough staff to handle their own banking business, let 
alone expanding into term banking. 

Senator Proxmire. The reason I am asking this is because I think 
this is an excellent presentation, very, very helpful, but at the same 
time you seem to be somewhat more pessimistic than most witnesses 
have been. 

Your proposal of providing 3- to 5-year money, it seems to me, 
would run into perhaps not the economic problem that these other 
proposals do but some very clear political problems. 

Afier all, the banks feel that this is their field, and they have a 
lot of evidence to show they are doing a good job of providing 
service. 

Mr. Cann. Oh, no; Iam going beyond—— 

Senator Proxmire. And if banks cannot do it, the SBA can go up 
to 10 years. 

Mr. Cann. Yes. I do not want to compete with the banks at all. 
You mistake me. The banks ordinarily stop at 3 years, gentlemen. 
Ordinarily, they do not go beyond 3 years. At least that is true in 
New York. There may be some other institutions that do that out- 
side New York. 

But ordinarily a New York bank will not go beyond 3 years. 

Senator Proxmire. My own experience with it in the business I 
have with banks—it is a small business, too—is that they can renew. 
While they will only go to 3 years, the prospect of renewing your 
note in most communities is not much of a problem. 

Mr. Cann. That is true. 

Senator Proxmrire. It is the longer term problem and the problem 
of getting away from fixed amortization and interest, rates so that 
one can reinvest his capital as rapidly as possible while he has his 
return, his growth possibilities. 
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Mr. Cann. That is a consummation to be wished. But I mean you 
are going to have to choose between avenues here. 

What I am saying to you is that the small businessman may not be 
able at this point in : the ‘development of our economy to duplicate his 
bigger brothers. I do not express any opinion on whether he should 
be able todo so. If you want to face the facts of life, he cannot right 
now. He is not in that category. He cannot. 

And I am suggesting a supplemental, subordinate banking system 
or subordinate method. 

After all, the banks fought the building and loan associations for 
a long time too, but everybody admits the building and loan associa- 
tions doa pretty good job supplementi ing bank credit. 

Sure, the banks are not going to like this. On the other hand, I 
do not think most banks will oppose supplemental credit provided it 
is understood and limited as supplemental credit, provided people 
cannot go into the short-term area. 

On the short-term loan, which is continued because of renewals, by 
the way, credit is undoubtedly a lot better than some others because 
most banks insist on an annual cleanup. And if you are going to get 
an annual cleanup, you cannot take a short-term loan and park: Ly it 
into a long-term loan. You have got to get something that is other 
than a short-term loan. Most banks insist on that. 

What I had in mind, without going into detail, is an institution 
which would be prepared to take some kind of subordinate paper or 
some kind of term paper in the 5- to 10-year period, with amortiza- 
tion starting after a period of time to give the man some kind of 
rest, so he can put the money to work, still establishing themselves 
on the basis where the funds keep coming in from the business that 
they have loaned to rather than an attempt to make the money come 
in from the outside public or some other institutions. I think that is 
a chimera. I think the idea that you can take the loans and lay them 
over on somebody else is going to be the stumbling block of this 
statute. I think you are going to have to have a built-in circulation 
of funds. 

The only way I could think of this this morning when I wrote this 
statement, or over the weekend, the one I have been able to think of 
in the time I have worked on it, is to have something similar to exist- 
ing banking techniques but adapted especially to this kind of com- 
pany. 

Senator Proxmire. Certainly you hit a very, very difficult prob- 
lem, and properly so, when you point to this serious situation of what 
the small business investment company does when it gets loaned up. 
When all of its funds are invested, how it turns them over. 

It. is certainly extremely difficult. But are you saying because the 
act doesn’t cover the whole field that it is no good ? 

Mr. Cann. No. I am saying that the act is not going to function 
in the area in which it is contemplated it would function; namely, 
the smaller companies. 

I am saying that it is going to function best, if at all, only in the 
top area, in the top cream, the top segment of the small business 
community. And I question whether all of this mechanism is neces- 
sary to service those few companies that are going to find money un- 
der the SBIC’s that could not have found it through other channels. 
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Because I say, fundamentally the SBIC’s and the other facilities 
are hoeing the same garden; they are working for the same com- 
panies. And that must of necessity be so. That must be so because 
they are both trying to do the same thing. 

They are trying to develop the company and then turn it over. 
And that will not function with respect to the great bulk of the 
companies, the 98 percent of the companies in this country. You can- 
not make this device applicable to them. 

Senator Muskie. May I ask a question here? 

Senator Proxmtre. Senator Muskie. 

Senator Muskre. It seems to me that one of the approaches to this 
problem is larger capitalization by the SBIC and diversification 
among the three categories of small business companies you describe. 

Mr. Caun. I would like to think about that. But off the top of 
my head I would say this, Senator: Insofar as it applies down below 
to the $25,000, $50,000, and $75,000 company, I think you have got 
to give very careful consideration to the i impact of a lot of loans in that 
area at a time when our economy is having other kinds of prob- 
lems. 

If you invest $25,000 to $50,000 that everybody at the small-town, 
small-loan, small-company level thinks he needs, that the local bank- 
er would be willing to help out as long as it was not his money par- 
ticularly, you may be injecting into that level further inflationary 
pressures. 

I do not believe that mere spending of money in areas is neces- 
sarily inflationary. It depends on how it is done and what is done 
with it. 

But I say that is one of your major problems. 

I do say this, however: That if you are going to go into that area, 
you cannot do it with this device. It is going to have to be done 
with some other device, because this device is bottomed on turning 
over the investment. You are going to have to find some other way 
of turning over the investment—maybe by the SBA taking those in- 
vestments up. 

However, I would want to see a pretty good survey made of the ef- 
fects on inflation of pumping that kind of money in down below. 

I also would say that insofar as the upper two categories are con- 
cerned you ought to attempt in one way or the other to be sure that 
you are not merely duplicating other devices. " 

Duplication is not necessarily bad. Maybe competition is the life 
of trade here. Maybe we can cut down the costs of financing. Ex- 
cept that these SBIC’s are not going to do the financing to the pub- 
lic themselves, so you may very well be in the spot of interposing an- 
other middleman, so to speak, interposing the SBIC here. It ad- 
vances money a couple of years. Then after the company has gotten 
a little bigger it has to do the same thing the company would have 
to do; namely, go to the public for additional funds. At that point 
the SBIC takes its cut, the underwriter takes his cut, and everybody 
takes his cut. The company is paying a rather handsome price at 
that point for the money it is getting from the public. 

Senator Muskie. You suggested you had some special comment on 
the electronics company. One of their objectives is diversification, 
and they have a larger capitalization than most of those SBIC’s which 
have testified. 
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Mr. Caun. Yes. Of course, it is pretty early to express any opinion 
on them. ‘They just started a few weeks ago, actually. I have read 
their prospectus rather carefully. I have read Mr. Koteen’s state- 
ment. 

We are all watching to see how they come out and just what it is 
they do. 

It seems to us, to me, from what I have read, that they are going 
to perform three functions. 

The first is going to be to provide management service to these little 
fellows, financial management service, in an attempt to help them with 
their financial problems and possibly to merge them, make bigger ones 
out of little ones. That is a desirable thing to do. 

The second thing they are going to try to do is to get the right 
company and put capital into it. 

The third thing—and they admit this—is going to be to turn it over 
at the right time to the public. 

That type of operation has been in existence for a number of years, 
Senator. American Research & Development and J. H. Whitney have 
been doing just that. It has certain advantages and disadvantages. 

From the standpoint of the small company, he very often wakes up 
to find 3 years later he does not own his company any more. He does 
not likeit. A lot of them are very suspicious of this kind of operation. 

It is also true that these people will tell you that they only go into 
situations—I am not talking now about Mr. Koteen but I am talking 
about American Research & Development and J. H. Whitney—where 
they can expect 100 percent profit in 5 years, 20 percent a year or 
better. That means that they are looking for special situations. And 
that will exclude a good part of the community, even though they are 
working in one of the most highly dynamic parts of the entire economic 
structure right now. It will still exclude a very substantial part of 
that community. 

What is more, if you look at the statements that were made by Mr. 
Jacoby and others, he is looking—and I assume that Mr. Koteen is 
going to adopt that standard because he quotes Mr. Jacoby with con- 
siderable approval—Mr. Jacoby says you should only make invest- 
ments in companies where the investment is large enough to justify the 
cost. 

That is what Whitney and American Research & Development have 
been saying for years. 

You cannot make investments under a quarter or a half a million 
dollars each and come out whole on them. 

If that is what is bothering him and if that is the standard he is 
going to adopt, you are going to find the smaller company gets very 
little benefit out of this operation. 

Of course, as I say, we have a way to go. I do not want to prejudge 
an operation like this. It may be that a company with $20 million, 
$25 million, or $30 million worth of capital in the SBIC field, operating 
in special areas, is going to perform a highly desirable function. 

I do think this, however: That the average “bread and butter” com- 
pany, not chemicals, not electronics, not “Roman candles,” so to speak, 
but the fellow who is manufacturing a device out someplace in Ohio, 
has been doing it for years, and is going to be doing it for years, but is 
not going to be doubling or tripling or quadrupling his’sales in the 
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next 2, 3, or 4 years, may find that there are not companies of Mr. 
Koteen’s type interested in helping them as such, even though he is 
eventually the backbone of this country’s economy—that is, the small 
business economy—the man who is in there pitching every day and 
turning out the sinews of our production. 

Senator Muskie. What you are saying then is that although there 
is a problem here that there is no answer to it ? 

r. Cann. No; I am only saying, first, that I do not know the an- 
swer, and, secondly, that the answer may lie in a somewhat different 
direction, Senator. 

I have found serious defects in the concept of this statute. I just 
do not know the answer to whether there is a need. I just cannot 
make up my mind from reading the Federal Reserve study. 

My own experience has been that the companies who need under 
$100,000 do need it, you understand. That has been my experience. 
And before I read the Federal Reserve System report I thought 
I knew why they needed it. But after I read it, I am not so sure. 

However, that type of company, the company where I see the need, 
is going to find little benefit under this statute. 

Senator Muskie. I cannot resist quoting from your excellent study. 
You say: 

The attraction of investment in small enterprises has heretofore been limited 
and, as a result, a substantial gap has existed in the financial sources available 
to the small business manager. 

Mr. Caun. To the small business manager. I am not talking about 
the economy as a whole, Senator. I am saying the little man with a 
$25,000 company, to him there is a gap, no matter what the Federal 
Reserve System says. He cannot find what he needs now. 

Whether or not Ge should, whether or not looking at the economy as 
a whole you should be able to take that company and finance the term 
capital that he wants, that is a problem on which I express no opinion. 
But I certainly agree that from his point of view there is a gap. He 
cannot find the term capital that he wants. 

Senator Muskie. From the investor’s point of view, why does that 
gap to which you refer exist ? 

Mr. Caun. Because that company does not provide the return that 
the investor is interested in getting. 

If it is stability of investment that you are interested in, you do 
not go to the small companies, Senator, because they do not have it. 

I mean if you read the article, you will see that I show statistics 
on instability of the small business community which I think are 
pretty well known. I mean they are up and down year in and year 
out. The failures are larger there than they are in larger companies. 

If you are looking for stability of investment you do not go into 
the small company. 

What are you looking for? You are looking for enormous growth 
potential. You are looking for the 10, 15, or 20 to 1 payoff, so to speak. 
Most small companies cannot meet that standard, Senator. Those 
than can do. I mean those than can are able to do the job. Not all 
of them but most of them. 

But the small company that you and I are talking about is not a 
sufficiently attractive growth prospect to entice outside investment. 
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Senator Proxmme. Yes, but it is not a matter of either/or, is it? 
In other words, you have some companies that are growing and per- 
haps they would grow a lot faster if they could attract more capital. 

We have a situation in which we have designed a statute which 
should attract capital because it provides a writeoff of losses against 
ordinary income and it permits capital gain at the same time. This 
should be extremely attractive, it seems to me, for people who want 
to make speculative investments. : 

Mr. Koteen, when he testified, pointed out they could take five 
companies, for example—four of them might turn out to be failures 
where they would lose everything, but the fifth company would be a 

ayofft that would more than compensate for what they lost, particu- 
arly with the tax provisions that we have written into this act. 

You can say that this does not cover perhaps 90, perhaps 95 percent 
of American businesses, but we are extremely interested in growth 
in our economy, we are extremely interested in permitting the small 
firm that has ability, that has a good product, that has initiative, and 
so forth, to move ahead. They have not been able to move ahead on 
the basis of present testimony over 25 years, not just from the Federal 
Reserve but from every kind of study. They have not been able to 
move ahead because they just have not been able to get the long-term 
capital to do it. 

It is impossible also because of the nature of our tax structure, with 
our 52 percent corporation income tax. 

This is one method, it is true, of hitting a small faction of small 
companies, but, nevertheless, it is this group that has the great poten- 
tial for growth that can become larger business or medium-sized busi- 
ness, and help the economy to move ahead and grow as we hope it will. 

Is that not true ? 

Mr. Cann. Let me say this about the tax devices that have been 
written into this statute: As Mr. Koteen and as the gentleman from 
Cleveland also said, it is generally assumed, understood, and prett 
much established by now that during the first several years of SBI 
or venture capital company operation they will be quite lucky if they 
break even on their ordinary expenses. In other words, their ordi- 
nary income is not substantially in excess, if at all, of their ordinary 
expenses. 

Therefore, the only profits they are going to have during these first 
several years are going to be capital gains profits. 

That J. H. Whitney said. That American Research and Develop- 
moms has said. I think even Mr. Koteen and these other people say 
that. 

If that be true, then the right to write off capital losses as ordinary 
losses, as ordinary business expenses, is of very little importance. In 
other words, they have not the ordinary income to write off their 
ordinary losses against for the first several years. So that, there- 
fore—— 

Senator Proxmire. At the beginning that is true? 

Mr. Cann. J. H. Whitney said it continues for a long period, 
Senator. I do not know how long. They said that they are still in 
that spot and they have been in business since 1946—that the only 
money that they really make is on capital gains. 
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It is true that if you got a very large spread—let’s assume that you 
took the 314 percent suggestion that some of the gentlemen made 
here—and you were able to lend the money out at 9 percent or 10 per- 
cent, which is a pretty respectable spread—I can visualize that you 
would have enough profit to be able to pick up those losses out of 
ordinary income. 

However, with that kind of a spread absent you might have other 
problems. I would say that the tax device has been of relatively lim- 
ited utility, and most of the people before this committee have said 
just about that. 

And most of the people on the street—on Wall Street, I mean, the 
financial community—who originally were excited about the statute 
because of the assumed tax benefit have sort of cooled off when they 
started to figure that one out. 

As far as the rest of the question that the Senator asked me, I 
would say this: It is true that the growth company has not been as 
well financed and has not found as great ease of financing as per- 
haps it ought to, considering its own potential, but it is also true that 
the true growth company is still able, by and large, to find what it 
needs. 

It is further true that if this statute is adopted only to the growth 
company, it has a very limited impact. I would put the statute to one 
side and say, “God bless you. Let’s see what you can do here.” But 
let’s find out what we do about the other 98 percent of the companies, 
because those are the companies constantly going to be importuning 
you for help and who are not going to be able to get help under this 
act. 

Senator Proxmire. You have been an extraordinarily helpful 
witness. 

Mr. Caun. Thank you, Senator. 

Senator Proxmire. And I want to thank you very much. I would 
like to ask a couple of very brief questions. We have two other wit- 
hesses to appear. The Senate went into session about 7 or 8 minutes 
ago. We are operating under unanimous consent. We may have to 
leave for rolleall fairly soon. We may not have to, but we may. We 
have to be prepared for that. 

There is the quorum call right now. 

So I want to ask you if you can answer briefly these questions relat- 


ing the Small Business Investment Company Act to the 1940 
Investment Act. 


Mr. Caun. Yes. 

Senator Proxmrre. The first one is: Do you think the reporting re- 
quirements involve duplication ? 

Mr. Cann. Yes; I do. 

Senator Proxmire. And if so, do you think they are harmful? 

Mr. Cann. I think they are onerous. I do not believe, based on my 
experience, that the Investment Company Act of 1940 was ever 
drafted for this kind of a company. 

I think that it may be that when you get something as big as the 
Electronics Capital Corp. which goes to the public for $18 million 
that the SEC is the better agency to regulate that kind of company 
perhaps than the SBA. But certainly the great bulk of the SBIC’s 
should not be required to comply with the Securities and Exchange 
Commission’s rules or the 1940 act for their ordinary operations. 
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It seems to me that the SBA should be the proper agency because 
this is not fundamentally an investment company. It is fundamen- 
tally a lending company. 

Senator Proxmrre. Do you think the restrictions of the Investment 
Company Act are a drawback to self-dealing provisions of section 17? 

Mr. Cann. I think that the self-dealing provisions can be written 
in and have been written into the rules and regulations of the SBA 
so that you do not need the act for that purpose. 

Senator Proxmire. How about the provision about directors in sec- 
tion 16? 

Mr. Caun. I am sorry? 

Senator Proxmire. In section 16 of the Investment Company Act 
there are provisions pertaining to restrictions on people who can serve 
as directors. 

Mr. Cann. That is a type of implementation which I do not think 
should be applied in all of its dogmatic rigor to SBIC’s. I think that 
you ought to give the SBA the flexibility to decide how to do that. 

For instance, if you are going to have a company that is going to be 
operated as an adjunct to a banking institution, you may not want 
that type of restriction that section 16 requires. 

Senator Proxmire. Then in section 15, the restrictions on brokers 
and underwriters. 

Mr. Cann. There again I feel that is a mistake, because if this 
thing is going to kick off it is going to be operated by people who are 
apt and knowledgeable in the financial field, and that will include 
brokers and other people. I do not think you want to restrict them 
on an absolute basis. 

Senator Proxmire. Do you think that the ordinary exemptions 
from the Investment Company Act would take care of most SBIC’s? 

Mr. Cann. It will take care of some. It will not take care of 
those that get a little bit, that begin to poke their head up above the 
crowd, you see. 

The exemption which applies to those with less than a hundred 
stockholders will cover many of them. But it will not cover them 
when they begin to get a little bigger, and there is no reason why 
they should be singled out among other members of the financial 
community for regulation. They are not investment trusts in the 
ordinary sense. They are not primarily consumer institutions, so to 
speak. They are not primarily institutions for public investment. 
They are primarily institutions for public lending. 

I do not believe that the act contemplated this kind of thing, and 
I do not believe that if you are going to be able to get this thing off 
the ground you are going to be able to do it by having two agencies 
of the Government regulating the same kind of an enterprise. 

I think the SBA can be given regulatory functions in that area 
without having to apply to two institutions for that. 


Senator Proxmire. Thank you very much, Mr. Cahn. We appreci- 
ate it. 








ent 
17? 
ten 
BA 


Act 
erve 


hink 
that 
at. 

to be 


want 
ykers 


this 
o are 
clude 
them 


tions 
IC’s? 
re of 
re the 


ndred 
them 
. why 
ancial 
in the 
, so to 
tment. 


o, and 
ng off 
rencies 


it area 


ppreci- 


one 


SMALL BUSINESS AMENDMENTS OF 1959 283 


(Mr. Cahn’s prepared statement follows :) 


STATEMENT OF BERNARD D. CAHN, ATTORNEY AND FINANCIAL CONSULTANT, 


New YorK CiTy, AND MEMBER, NATIONAL CoUNCIL OF CONSULTANTS, SMALL 
BUSINESS ADMINISTRATION 


Mr. Chairman and members of the committee, my name is Bernard D. Cahn. 
I am a lawyer and financial consultant, now practicing in New York but with 
experience in other parts of the country. I am pleased to respond to the com- 
mittee’s invitation to express my opinion on the problems involved in the Small 
Business Investment Act and its administration. 

I understand that previous witnesses before this committee have been con- 
nected principally with small business investment companies, or have contem- 
plated formation of such companies, and have presented their views on what is 
necessary to assist their companies to function more effectively. I shall at- 
tempt, on the other hand, to view this problem from the vantage point of the 
prospective borrower, the smaller company faced with the problem of augment- 
ing capital funds. Hence, it may be appropriate for me to indicate very briefly 
my qualifications for that task so that you may appraise the point of view 
expressed. 

I have practiced in the financial field for 26 years. About a third of that time, 
during the thirties and early forties, I was on the staff of the SEC. Since leav- 
ing military service, I have been concerned primarily with the financial prob- 
lems of small business. Although I have on occasion represented underwriters 
and brokerage firms, and have worked with insurance institutions and other 
private and institutional lenders, it is my primary function to counsel the small 
growth companies seeking funds on how, when, and where to obtain such capi- 
tal, what kind of capital to seek, and how to comply with requirements of the 
SEC and other governmental agencies. On behalf of such clients, I would be 
delighted if I could report that this act makes a significant contribution to the 
solution of the complex financial problems which face the smaller businessman 
but I cannot do so. 

In my Opinion, this statute in its conception and impact is ineffective. It 
may be likened to an attempt to irrigate a garden with a squirt gun. The instru- 
ment is too small, and it’s the wrong device anyway. Besides, there is some 
indication that ordinary rainfall will take care of most of the assumed problem 
so that care must be taken to avoid waste of resources and energies. 

Prior testimony before this committee has suggested three types of changes 
in the act. The impression created is that the effectiveness of the law has been 
impeded by the defects pointed out, or by an unaggressive administration or 
both. I suggest to the committee that those conclusions are open to serious 
question, 

The first type of change is that covered by the Saltonstal bill and similar sug- 
gestions. These changes are desirable to make the statute a more practical de- 
vice, but they involve only mechanical changes and their adoption will not solve 
the major problems. 

The second type of change involves tax benefits not available to other lenders. 
This suggestion, together with the one relating to interest rates and increased 
lending by the SBA, involves a subsidy, more or less disguised, to the SBIC’s. 

It may be possible so to increase the subsidy to the SBIC’s that the risk in 
substance would be the Government’s and the benefits would accrue to the 
SBIC’s. However, even the suggested cheap interest rate and 4 to 1 lending 
ratio, which together might result in a deluge of SBIC applications, may not 
solve the problems which the smaller company will continue to face in finding 
a source of capital. 

Public subsidies are not necessarily to be equated with public welfare. The 
funds required to comply with interest rate and lending suggestions might be 
out of all proportion to the benefits resulting to the small business community 
and the economy as a whole. Indeed, the inflationary aspects of such a pro- 
gram would require serious consideration by competent impartial economists, 
legislators, and others. And without major subsidy, the act, in my opinion, will 
function but little differently than it does now if one judges it in relation to the 
entire problem—the capital needs of the entire small business community. 
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This statute attempts to adapt the methods of the investment banking busi- 
ness to the capital problems of the small business community. 
ideas or mechanisms are provided other than a small tax and credit benefit. It 
is assumed that the existing credit and investment banking facilities have not 
been able to handle the long-term capital needs of the bulk of small business. 
If this is true, then neither will the present SBIC mechanism solve the problem. 

Let us examine the small business community in relation to capital fund 
facilities. For this purpose, the smaller companies may be divided into three 
groups: (1) Those now of a size and attractiveness which enable them to seek 
public funds, if they approach the market properly, (2) those which may reach 
that level in not more than 3 to 5 years, and (3) all other small companies. 

I shall not attempt here to duplicate the analyses of companies by size and 
financing potential which I included in my article on raising capital for small 
business, published a few months ago by Duke University in its symposium on 
“Small Business” (“Law and Contemporary Problems,” winter, 1959) but it 
may be interesting to observe that growth companies with net worths in the 
$400,000 to $500,000 category and even less, and with annual net earnings in the 


$100,000 to $150,000 category now have access to the public markets. 


But no new 


In fact, 


the SBA’s present definition of a permissible borrower from an SBIC includes 


many companies now able to find capital in the capital markets. 


These are the 


cream of the small business borrowers. Only by acting as a conduit of private 
investment, just as the facilities of the financial market now do, will the SBIC’s 


be able to continue. Otherwise, they will soon be “loaned up, 


” 


as the gentle- 
men from Bloomington and Baltimore pointed out in their testimony here. 


For 


that reason the SBIC’s will, in substance, search for the same type of company 


which has always interested the financial community. 


I believe that the sponsors of the original legislation contemplated that the 
SBIC’s would concentrate their investments largely in the second category I 
have mentioned—namely the companies that will be ready for public financing 
in a few years. This, however, is one of the most highly speculative fields in 
which the financial community functions. The road to success is long and 
arduous and the risks very great. Some of the great capital aggregations in 
the country have functioned in that field for many years with only modest 
return, and this only after many years of experience. They report that only 
1 percent to 2 percent of the applicants are of a caliber to meet the standards 


of ultimate public offering; and only a fraction of those are profitable. 


Such 


organizations often have the borrowing power which the SBIC’s are seeking 
from the Government, yet they have not been able to show interesting results 
in most cases. Further, they have been able to attract the experienced, highly 
skilled personnel necessary to function in the field ; such staff may not be avail- 
able to other than the largest SBIC’s. In essence, the SBIC’s must seek out 
the enterprises which the financial community can eventually sell to the public. 
Hence, while the SBIC’s may finance a few worthwhile local companies in the 
pre-public offering category, large and attractive enough to meet the necessary 
tests, which would not otherwise be able to find capital, they will, in general, 
either be competing with existing facilities (which may not, in fact, be known 
to the local borrower) or financing companies which cannot be resold to the 
public. In the latter case, they will soon find their funds inadequate for the 


job. 


I have not attempted in my statement to discuss bank-sponsored SBIC’s 
which have special attributes, but I have referred to that type of operation in 
my article and I shall, of course, be glad to answer questions on the problem. 
A second type of organization to which reference should be made is that de 
seribed to this committee by a prior witness—the publicly held investment com- 
pany specializing in management and financing of a specified industry—elec- 
tronics, etc. For reasons of time, I shall not discuss this type of operation 
now, but based on the material in one company’s prospectus and the state- 
ments made to this committee, one must conclude that the enterprise now in 
existence, at least in conception and contemplated operation, will be similar 
to other venture capital concerns which have operated for years and have had 
no appreciable impact on the financial problems of the small business com- 


munity as a whole. 


The most important fact to be borne in mind in appraising this statute is 
that well over 95 percent by number of all companies in the country are now 
and will continue to be too small or will be otherwise unattractive for public 


investment or for investment by an SBIC which must liquidate its portfolio 
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over a period of time by resale to the public. Statistics compiled by the Fed- 
eral Reserve Board in its recent study for this committee and by others indicate 
that most companies are so small as to be no more than jobs for their owners. 
The corner retail store, the small stamping plant, the gas station, and other 
enterprises usually fall in that category. They are not vessels for permanent 
external capital, and will not be appropriate for investment by SBIC’s under 
this statute for the same reason. Even greatly increased government loans to 
the SBIC’s, or greatly increased spread in interest rates, will not solve that 
problem unless the increased and subsidy are great enough to change the entire 
complexion of this act—to convert it from an activity of private funds, with 
minor public participation, to one of public lending with only minor involve- 
ment of private capital. 

There are many further inquiries which should be made by this committee 
before it arrives at any conclusion as to goal and method in the field of small 
business finance. The extent of the need, if any, must be explored further, 
and the methods devised and funds made available must be better related to 
the established need. The Federal Reserve Board’s study does not bear out 
the original contention of some of the sponsors of this act as to the extent of 
the financial gap which now exists. Further, it appears that the need is pri- 
marily for capital for new enterprises. This aspect raises a whole host of 
problems, sociological as well as economic, and a careful survey of the results 
of Government activity in this field may be in order. 

If subsidies to facilitate loans and capital to small business are to be con- 
sidered a feasible permanent instrument, then I suggest that a different vehicle 
be used. Perhaps, the answer lies in a credit union or similar type of coopera- 
tive credit facilities and not at all in Government lending or portfolio liquida- 
tion by sale of equity investments. A device similar to the building and loan 
association, but with many changes necessitated by the difference in borrower, 
may be appropriate. Such agencies should have low maximum loan limits in 
order to channel funds to the small business where need is apparent. In any 
event, I suggest to this committee the need for further examination well beyond 
the framework of this statute. 

I recognize fully the great importance to the country’s social and economic 
fabric of the small businessman. Without him, I believe the entire nature of our 
social structure would be changed. He often provides the dynamism which 
sparks economic progress; small business has been an important source of our 
big business executives and a great training school for independence of business 
thought. And the small business community has fed big business with new 
entities in every generation. Whether the health of the small business com- 
munity can be assured by Government subsidy is a problem for study. Perhaps 
the answer to the problem is to be found in the direction pointed by the Federal 
Reserve Board in its report of a year ago to the committee: 

“Perhaps the best help for small business at the present stage of economic 
development would be the maintenance of an expanding, reasonably stable 
economy, with personal incomes rising. This is not inconsistent with the desir- 
ability of broadening the financial facilities available to small business, but it 
suggests that the net contribution to small business to be expected from such 
facilities would be relatively minor compared with the more generalized effects 
of the maintenance of all-around business prosperity.” 


Senator Proxmire. The next witness is Mr. Morris Engle, accom- 
panied by James O’Donnell. 

Mr. Engle, we have your statement here. I have had a chance to 
look it over. If you wish, we can put it into the record and you can 
summarize it. Or if you prefer you can go through it. 


STATEMENT OF MORRIS ENGLE, NATIONAL LICENSED BEVERAGE 
ASSOCIATION, AND JAMES 0’DONNELL OF COUNSEL 


Mr. Ene. I think it will only take about 8 minutes to read my 
statement, Senator. 


Senator Proxmire. All right, sir. 
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Mr. Eneouze. Mr. Chairman and gentlemen of the committee, my 
name is Morris Engle. Since 1945, together with my wife and son, 
I have been operating Harrigan’s Restaurant at 729 Ninth Street SW., 
Washington, D.C. 

My business is the preparation and serving of food and beverages 
for consumption on the premises. 

I am appearing here in support of the principle expressed in S. 1340, 
S. 1351, and S. 1777 on behalf of the membership of the National 
Licensed Beverage Association, a national trade association of pro- 
prietors of restaurants, taverns, bar-cafes, and small, independently 
owned hotels. A list of the component members of our association 
in 28 States and the District of Columbia is appended to my statement. 

I am here to urge this committee to take favorable action on the 
bills amending the Small Business Act so that retailers and other 
small businessmen may qualify under the disaster relief provisions of 
the act when the doors of their business establishments are closed 
by condemnation of land for urban renewal or redevelopment, or for 
the building of new highways. In both instances I refer to projects 
made amnte through the support of Federal funds. 

Urban renewal and interstate highway development are very neces- 
sary and desirable programs, but they leave in their wake the destruc- 
tion of many pase s* chem whose owners receive little or no com- 
pensation and are unable to obtain financial assistance in order to re- 
enter business. Both programs have progressed to the point where 
hundreds of businesses across the country have been closed. The en- 
actment of the housing bill will increase the pace of urban renewal pro- 
grams in metropolitan areas nationwide. 

My own situation is typical of the plight of these dispossessed busi- 
nessmen throughout the country, and for that reason I have been 
authorized by the National Licensed Beverage Association to speak 
for them. I am being dispossessed by the urban renewal program in 
Southwest Washington, which is a program typical of many other 
such renewal projects in other metropolitan areas. 

Here in Washington, as elsewhere, very, very few restaurant and 
other retail businessmen own the premises in which they conduct their 
businesses. Accordingly, when the Redevelopment Land Agency 
awards compensation for the condemnation of a building, the res- 
taurant, hardware, or drugstore operator does not participate sub- 
stantially in the condemnation award given to the real estate owner. 
This is true even though the retailer may have made improvements 
which raised the condemnation price. In the District of Columbia, 
and in my case, the businessman 1s limited to a nominal compensation 
for the unexpired portion of his lease. 

Senator Proxmire. Do you see any wisdom or justice in trying to 
solve this problem which you raise by providing for more than nominal 
compensation for people in your position? In other words, trying to 
solve it by providing adequate compensation. 

Mr. Enate. Senator, I can best answer your question by explaining 
how urban redevelopment affects me as a businessman. 

Senator Proxmire. I understand that. You state this case very 
well. It is clear to us. There is an injustice, provided you don’t 
get full compensation, and it is clear the way you expressed it that 
your position is that you do not. 
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My question is: Can’t we solve this problem by providing that you 
should receive under these circumstances some compensation for the 
loss of goodwill, and so forth, that you have built up in your business 
as well as compensating those who happened to own the real estate. 
As I understand your point, it is that compensation is given to those 
who happen to own the real estate, own the building that you might 
lease or rent and that the value of your unexpired lease is paid off in a 
nominal way, and you don’t get full value of having established a 
going business; is that correct ¢ 

Mr. Ener. That is very true. 

Senator Proxmire. Don’t you think, then, that possibly a clearer 
and more explicit statement in the statute providing that under these 
circumstances compensation for full value for a going business should 
be provided for those people who are moved on by urban renewal. 

Mr. Enate. I thoroughly agree with you, Senator. 

Mr. O’DonneEtxL. May I comment on that. 

Senator Proxmire. I wish you would. 

Mr. O’Donnetxt. Mr. Ralph Curtiss was out of the city attending 
a conference on the west coast, and I am Mr. James O’Donnell, ap- 
pearing in his absence. 

Senator Proxmire. Would you identify your position? You are 
in the firm? Will you tell us the firm? 

Mr. O’Donnext. I am a local attorney associated with the office of 
Ralph E. Curtiss, he being the counsel for the National Licensed Bev- 
erage Association. 

That question has some implication in its practical application in 
that even now with whatever the urban renewal statutes or the con- 
demnation statutes do allow for the businessman, it is a frequent 
successful practice of property owners, by way of leasing agreements, 
to preclude the businessman from receiving any compensation what- 
soever because once an area has been designated as a renewal or de- 
velopment area. The landlord then has all the trump cards. 

He then feels that he can tell the businessman, if you want an ex- 
tension or renewal of your lease, you will sign this lease that contains 
a provision that says you will not in anywise participate in any con- 
demnation award. 

To the extent to which the tenant participated, the landlord does 
not participate. So that while it is a desirable remedy, it has its com- 
plications, and I think that the one being suggested by Mr. Engle 
meets the question almost as well. 

Senator Proxmire. Proceed. 

Mr. Ena. In 1945, I purchased my restaurant business for the 
sum of $11,000 with a $1,000 cash downpayment, obligating myself to 
make monthly payments of $300, plus interest. To my Soamiaien 
Harrigan’s Restaurant has been operated on this site for over 50 
years. In order to accommodate my patrons and stay abreast of 
modern sanitation improvements, I also committed myself to make 
substantial improvements in the premises, remodeling and reequip- 
ping to the extent of more than $25,000 over and above my mort- 
gage commitment. These improvements were paid off through 
installment notes from the proceeds of the business. Once Urban Re- 
newal had announced details of its plans in the area of my business, 
it became very difficult to find a purchaser for the business, As the 
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Redevelopment Land Agency started to level buildings in the area, 
my opportunities for selling crumbled and disappeared. Many of 
the patrons who resided or worked in these buildings before they were 
razed have moved away and are lost to me as patrons. My latest 
reprieve will run out in less than 6 months. 

I want to continue in the restaurant business. To me, it is an in- 
teresting and challenging business. We sell practically nothing in its 
original package and our success is built upon our individual ability 
to prepare and serve food and beverages in such a way and in such an 
atmosphere as to cause our patrons to come back again and again. A 
further advantage of this business to me is the fact that it is one 
in which it is both possible and profitable for a family to work 
together. 

lowever, unless I can find some form of financing not known to me 
now, I will not be able to reestablish my business when the Redevelop- 
ment Land Agency finally closes my doors. I have made a good 
living since I purchased Harrigan’s, but it has been a modest living 
out of which I have not been able to save over and above the pay- 
ments on the capital investment, all of which I have now lost. I 
have exhausted all possibilities of raising the needed capital through 
banks and lending agencies, and I am ineligible for assistance from 
set Business Administration under the terms of its present 
policy. 

I am ineligible for assistance through the Small Business Admin- 
istration not because of any provision of law but because that Ad- 
ministration holds that any business deriving a substantial portion 
of its gross income from the sale of alcoholic beverages shall be in- 
eligible. I understand they interpret the word “substantial” to mean 
50 percent or more of gross income. In selling food and beverages 
for consumption on the premises, we find that more often than not 
the dollar sales of beverages in most restaurants will be greater be- 
cause more than half of such dollar volume is made up of taxes— 
Federal, State, and local. If we could leave the taxes out of the 
gross sales figure for beverages, it would in the great majority of 
cases be the lesser percentage when compared with the dollar sales 
of food. 

The Small Business Administration is not always consistent in its 
discrimination against those restaurants that also sell alcoholic 
beverages. We are told that under the disaster relief provisions of 
the act this discrimination is not practiced. For that reason, we 
are particularly interested in the three bills I have mentioned, since 
they would amend the disaster relief section of the act. . We assume 
that the discrimination I have mentioned would not be enforced 
against us if we could qualify under this section of the act. However, 
should the committee report favorably a bill embodying the sub- 
stance of these three bills, we respectfully request and urgently ask 
that the committee report contain language reflecting the intention 
of the Congress that no legal, licensed, taxpaying small business shall 
be discriminated against. 

If the committee will examine the reason given by the Small Busi- 
ness Administration for this discrimination, we believe the unfair 
and inequitable basis for it will be apparent. They have said that 
in their opinion it is not in the public interest to use taxpayers’ funds 
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to further a business primarily devoted to the sale of alcoholic 
beverages. This statement was made in face of the fact that the 
alcoholic beverage industry as a whole is the largest producer of 
commodity and services tax revenues. It produces, next after the 
income tax, larger tax revenues than from any other source. We see 
no justice whatsoever in this policy of the Small Business Adminis- 
tration. 

While urban renewal is a blessing to the blighted area of any city, 
it is a real disaster to the businessman whose establishment is caught 
in its path. Like myself, the average small businessman has poured 
the income of his business into liquidating his chattel mortgage, paying 
off remodeling and improvement notes, and necessary advertising. 
Once his doors are closed, the equity he has acquired from years of 
work is lost. He ceases to have a going business. He ceases to be a 
businessman and, accordingly, he loses access to funds which otherwise 
would be available to him. Today, at Harrigan’s I have 16 employees 
in the restaurant. If I could obtain the financing to relocate, I would 
like to have them with me in my new venture, but they, too, will be 
unemployed when my doors are closed. This situation is multiplied 
many times across the country. 

In looking about the city, in hopes of acquiring a good business com- 
parable to my own, I find the asking prices ranging upwards of $35,000 
and requiring a cash downpayment of $12,000 or more. This I cannot 
do. 

The thousands of dollars I have invested in equipment cannot be 
salvaged. Its secondhand market value is less than 10 percent of its 
cost. 

In addition, the program of urban renewal, without adequate ar- 
rangements to lend financial assistance to the displaced small business- 
man has created great anxiety and insecurity in the family affairs of 
the businessman involved. Anticipating the bitter end in my own case, 
it has discouraged my son from continuing his college education. 

In seeking relief for myself and small businessmen across the coun- 
try, we are not suggesting that the Government undertake a “give- 
away” program. I believe the Small Business Administration will 
verify that small business has justified the assistance rendered under 
the disaster relief provisions. 

Time is of the essence in providing these needed amendments to the 
act. Ifthe Small Business Act is amended this session, it will stabilize 
the employment situation of many engaged in retail and other small 
business outlets, and will enable the businessman to cling tenaciously 
to the goodwill his trade name has established among residents of his 
community. Once his doors are closed, customer contact. weakens, 
fades, and finally dies. The businessman, aside from his financial 
problems, is then discouraged from starting anew. The amendments 
we are seeking would enable the businessman to get clearance for the 
needed assistance while his establishment is still a going business and, 
thus, the goodwill of his trade name and business reputation could be 
preserved. 

For these reasons we ask that the disaster loan provisions of the act 
be amended so as to treat as a disaster the loss of a business by condem- 
nation of the land upon which it is located, just as if it had been blown 
away by a tornado; and that the report of the committee in sending 
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such a bill to the Senate contain language which will clearly prevent 
discrimination against any legal, licensed, taxpaying small business. 

Thank you, gentlemen, for permitting me to appear before you. 

Senator Proxmire. Thank you very much for a very clear and 
moving statement. 

I would like to ask you, Mr. Engle, about the value of the license 
to sell intoxicating beverages. Isn’t it true that one of the principal 
losses that you would suffer under these circumstances is that license, 
which is a very valuable license, and, of course, if you have to or are 
compelled to move to a different place or different city, certainly you 
would lose it? Is there any provision at all or any understanding on 
the part of the authorities, if someone is displaced as a result of urban 
renewal, he can take his license with him and set up his business in 
another part of the town ? 

Mr. Enetz. Senator Proxmire, you have reference to class A li- 
cense. I have a class C license. 

Senator Proxmire. Whatever license you have, that has consider- 
able value, has it not ? 

Mr. Enate. No, it has not. 

Senator Proxmire. It hasno value whatsoever ? 

Mr. Enate. No, sir. 

Senator Proxmire. When you buy a business with a license of this 
kind, is it not useful? For example, compare your restaurant with a 
restaurant that couldn’t have a class C license. 


Mr. Enate. No, sir. You do not pay for the license. You apply 
for the privilege of operating under that particular act. There is a 


limitation on so-called A licenses. These are package stores which sell 
merchandise for consumption at home. There is a limitation and 
there is a demand for those licenses, which have added considerabl 
to their value, but there is no limitation under the type of license 
operate. 

Senator Proxmire. I see. That is the difficulty with coming from 
a community that has different regulations. I did not understand 
that. Here in Washington there is no limitation on class C license. 
There would be no value. 

Mr. Enate. That is right. 

Senator Proxmire. Thank you very much. I appreciate the testi- 
mony you have given. 

Mr. Enote. Thank you. 

Senator Proxmire. Thank you. 

(The list of members referred to by Mr. Engle follows :) 


AFFILIATES OF NATIONAL LICENSED BEVERAGE ASSOCIATION 


Arizona Retail Licensed Beverage Association, Inc. 
California Licensed Beverage Association. 

California Tavern Association. 

Colorado Licensed Beverage Association. 

Florida Retail Liquor Dealers Association, Inc. 
Idaho Licensed Beverage Association. 

Licensed Beverage Association of Greater Chicago. 
Licensed Beverage Association of Illinois. 

Indiana Licensed Beverage Association, Inc. 
Campbell County Cafe Owners Protective Association, Inc. (Kentucky). 
Maryland State Licensed Beverage Association. 
Massachusetts Retail Liquor Dealers Board of Trade. 
Michigan Table-Top Licensees’ Congress. 
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Minnesota Licensed Liquor Retailers, Inc. 

On-Sale Liquor Dealers of Minneapolis, Inc. 

St. Paul On-Sale Liquor Dealers Association. 
Montana Licensed Beverage Association. 

Nebraska Licensed Beverage Association. 

Nevada Licensed Beverage Association. 

United Tavern Owners of New Jersey. 

New Mexico Retail Liquor Dealers’ Association. 
State Restaurant Liquor Dealers Association of New York, Inc. 
Associated Tavern Owners of Brooklyn, Inc. (New York). 
North Dakota Beverage Dealers Association. 
Buckeye Retail Liquor Dealers Association (Ohio). 
Oregon Licensed Beverage Association. 

Pennsylvania Tavern Association. 

United Tavern Owners of Philadelphia. 

Rhode Island Retail Liquor Dealers Association, Inc. 
South Dakota Retail Liquor Dealers Association. 
Associated Tavern Owners of Utah, Inc. 

Restaurant Beverage Association of Washington, D.C. 
Washington State Licensed Beverage Association. 
Wisconsin Tavern Keepers Association, Inc. 

Tavern League of Wisconsin, Inc. 

Wyoming State Liquor Dealers Association, Ine. 


Senator Proxmire. The next witness is Dr. Otto Reischer, of 
Annandale, Va. I understand you are appearing, Dr. Reischer, for 
S. 1609, by Senator Javits, assistance to small business to facilitate ad- 
justment made necessary by foreign trade. 

I have had a chance to read your excellent statement. We can 
put it in the record, summarize it or whatever you wish to do. 


STATEMENT OF DR. OTTO REISCHER, ANNANDALE, VA. 


Dr. Retscuer. The statement is fairly short. I could skip the 
industry descriptions in order to save the committee’s time. 

Senator Proxmire. The full statement will be printed one way or 
another in the record. You go ahead and summarize those sections 
which you prefer to summarize. 

Dr. Retscuer. If you wish to ask questions, you may do so. 

Mr. Chairman and members of the subcommittee, my name is Otto 
R. Reischer. I am an economic consultant, residing at Annandale, 
Va. Ihave no affiliation with any small business group. My appear- 
ance here today is to testify in support of Senator Javits’ bill (S. 
1609), “to provide assistance to small business concerns to facilitate 
adjustments made necessary by the foreign trade policy of the United 
States, and for other purposes,” is based solely on my interest in, 
and my work on the problem of assisted readaptation of business 
enterprises to increased competitive imports. 

Legislation providing for aid to enterprises and industries that 
have to make readjustments in their operations because of dislocations 
caused by increased competitive imports resulting from a lowering of 
trade restrictions has been repeatedly introduced in both Houses of 
Congress in the past several years. Most of these proposals have 
covered such a wide area that their expeditious application appeared 
problematical from the very outset. Furthermore, the type of measure 
most frequently introduced and reintroduced, patterned in large 
measure on the proposal advanced by Mr. David J. McDonald in the 
Randall Commission report of 5 years ago actually spills over into 
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the field of redevelopment of depressed areas. Problems in this field 
have been investigated most recently by your parent committee, if I am 
not mistaken, although comprehensive remedial measures remain yet 
to be passed. 

The problems encountered in area redevelopment in some instances 
overlap with dislocations caused by a rise in competitive imports. 
but for the most part problems of redevelopment affect a far larger 
portion of this country’s labor force and productive capacity. Fur- 
thermore, it appears to be a reasonable assumption, and I for one am 
prepared to make it, that appropriate measures for area redevelop- 
ment will be carried out regardless of what steps are taken to cope 
with the problem of readaptation to a continued freeing of trade. 
Therefore, I believe that it would be advisable to concentrate a pro- 
gram of assistance in readjustment to dislocations caused by changes 
in the national trade policy on the individual business firm, and more 
specifically the small business enterprise, rather than include measures 
for direct relief of communities and workers in such a program. The 
proposal by Senator Javits does precisely what I have in mind, and is, 
therefore, to be highly recommended to your attention and favorable 
action. 

Before I summarize some of the specific findings I have made in 
connection with a recent study in which I have tried to apply a 
hypothetical adjustment program of the type proposed by Senator 
Javits to a number of domestic industries, I should like to make a few 
brief remarks on the general problem of dislocation by freer trade. 

Certain domestic producers, particularly in the small business field, 
have had to face the task of making an adjustment to new conditions 
of trade and to changes in the country’s industrial structure which 
are thereby created. Their task is made more difficult by that fact 
that in the short-run resources are relatively immobile. This immo- 
bility makes for dislocation, and business enterprises are apt to suffer 
accordingly, particularly if they are slow in readjusting. To accel- 
erate the adjustment, Government assistance designed to help in re- 
adaptation, as suggested by the bill under consideration, would seem 
to provide a practicable solution. 

I would like to emphasize that this type of assistance is different 
from a subsidy, in that it operates in the same direction as rather than 
in opposition to, the forces underlying the free market and the price 
system. Therefore, if properly carried out, a program of readjust- 
ment assistance would be both equitable and consistent with the prin- 
ciples of economic freedom. The type of assistance that would fulfill 
those functions would be self-terminating, rather than cumulative; it 
would facilitate the movement of the business unit from one situation 
to another—from a situation where the enterprise suffers from injury 
of increased competitive imports to a situation where a satisfactory 
readjustment has been made—and would then be discontinued. Re- 
adjustment assistance, unlike a subsidy, would not become a part of 
the new situation. The end result would be a softening of the impact 
of economic change upon individuals and groups directly affected, 
and, assuming that the funds for financing the program are provided 
from general tax revenues, a more equitable distribution of the burden 
of costs of transition. 





nces 
rts. 
‘ger 
‘ur- 
am 
lop- 
y pe 
ade. 
pro- 
nges 
nore 
ures 
The 
d is, 
‘able 


le in 
ply a 
rator 
. few 
rade. 
field, 
tions 
vhich 
, fact 
mmo- 
suffer 
accel- 
in re- 
seem 


ferent 
r than 
) price 
djust- 
, prin- 
fuel 
ive; it 
uation 
injury 
actory 
|. Re- 
yart of 
impact 
ffected, 
‘ovided 
burden 





SMALL BUSINESS AMENDMENTS OF 1959 293 


I believe that the chief merit of the bill under consideration (S. 
1609) is that it concentrates readjustment assistance on the small busi- 
ness firm, the one most likely to be hurt by increased competitive 
imports. It proposes to do this by loans, based on the provisions for 
disaster loans of the Small Business Act, which are easier to obtain 
than normal Small Business Act loans, by a stepped-up depreciation 
rate of existing equipment, and by rapid amortization of newly in- 
stalled facilities, for the purpose of converting the business and devel- 
oping new and different lines of production, or improving old ones in 
order to cope with the adverse effect of trade policies. This would 
provide an incentive for the enterprise to take account of the changes 
in condition and develop other fields of endeavor. I am basically 
in agreement with these proposed measures, except that I would pre- 
fer a tax carry-forward instead of accelerated amortization to accom- 
plish the objectives of the bill. 

I should now like to summarize for you the results of my work in 
the field of readjustment assistance to increase imports. I have 
attempted to apply a hypothetical Federal readjustment program al- 
most identical to the one suggested in the present bill to an domes- 
tic industries in manufacturing, agriculture, and in mining. 

The first study comprised application of assisted readjustment to 
the leather glove industry in Fulton County, N.Y. In that study I 
have tried to measure the possible saving in terms of reduced unem- 
ployment benefits and related public expenditures. The other two 
studies in woolgrowing and lead and zinc mining, were designed pri- 
marily to highlight the problems likely to be encountered in applying 
readjustment assistance in these sectors of our economy. Time at my 
disposal obviously does not allow me to present a description of the 
setting of the three industries, but I believe that I can sketch the 
rough outlines of the three types of programs without omitting any 
of the salient features. 

Senator Proxmire. Before you do that, before you get into the 
details, I would like to ask you about your general dois Your pro- 
posal is based on the assumption that, if a change in the national trade 
policy imposes a hardship on particular firms, the Government should 
provide readjustment benefits for the firms so affected. 

Dr. Reiscuer. Yes, Senator. 

Senator Proxmire. If the Federal Government were to accept such 
a responsibility in case of trade policy changes, would it not be urged 
to provide benefits to firms adversely affected by Federal procurement 
practices, changes in technology affected by Government-sponsored 
research, or changes in the Federal tax laws? 

What I am saying is that any change in national policy may impose 
hardships on particular firms or segments of the economy, but how 
far, in your opinion, should we go in protecting various firms from 
such changes? 

Obviously, if we set the policy on trade, we might go very, very 
far afield at great expense to the American taxpayer, if we extend 
that to any other area, and we might have to do so with equal justice. 

Dr. Retscuer. I think, sir, this obviously would be a considerable 
danger. I am trying to get away from this in my advocacy of read- 
justment assistance to increased imports by confining any assistance 
that the Federal Government might grant to a very small segment 
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of the people who conceivably would be affected by these increased 
imports. 

n other words, since the program as outlined in the bill by Senator 
Javits and also the program I have in mind would arise out of a 
finding of the Tariff Commission of either actual injury done or 
injury threatened by increased imports, the device that I have in 
mind is merely a substitute or a form of supplementary assistance 
to the type of relief that is presently offered under the escape clause. 

The sivaitnas of the measure that I have in mind is that it would 
provide relief without creating further cost to the economy as a whole 
and to the American taxpayers, because under the escape clause, as 
things stand now, if injury is found, either an actual injury or a 
threatened injury, the President is entitled to withdraw certain con- 
cessions that we have made under GATT or other arrangements. 
This then would mean, in effect, that duties on the article in question 
that has been singled out as being the cause of the injury would be 
raised or other trade restrictions reinstituted, and thereby, of course, 
the costs to the consumer especially would be increased. 

I feel that, with this probable advantage in mind, if the type of 
program that is advocated by Senator Javits were instituted, I think 
considerable savings would be effectuated. 

As far as the equity of the program is concerned, in terms of relief 
from vicissitudes imposed by Federal policy, I think I would answer 
the question in this way: This type of rons (area assistance to in- 
crease imports is not meant as a compensation for anything. I 
mean people have not an entitlement to getting something for nothing. 
Readjustment assistance, as I see it, is offered as an assistarice for 
people to do something to change their operations, to readapt them- 
selves constructively to changed economic situations. 

This could be spelled out at great length. I do feel, however, that 
in the past people pe to this type of a program have always 
pointed out unjustly that this is just another type of compensation, 
another type of subsidy. 

Senator Proxmrre. I think there is considerable merit in this and, 
I think, in the point in your examples that indicate how the economy 
as a whole will benefit. Perhaps in the long run, Federal revenue 
and the overall revenue picture at least will improve as a result of 
this policy. What I am getting at, however, is, except for the fact 
that with regard to trade policy we have the Tariff Commission, there 
is no real basis for saying you shouldn’t apply this to almost every- 
body, and then you do begin to get into some serious problems, don’t 
you ¢ 
’ Dr. Retscuer. I haven’t really thought about all these ramifica- 
tions. It seems to me—and I will have to answer this off the cuff, of 
course—that, if this concept, as it has been called, of constructive 
adaptation were used in other areas, the chances are that it might be 
helpful there too. 

Senator Proxmire. Then, of course, we get into an erosion of the tax 
base, which I am sure you are familiar with as an economist, that 
represents a very serious problem for the Congress. For one very just 
reason after another, and relating one to another, we have to remem- 
ber that we have gotten into a position where we have cut our revenues 
from various sources very sharply. The Ways and Means Committee, 
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as you know, is having a formal, ree ap 4 important series of hear- 
ings beginning November 2, trying to do something about it. 

We have been extremely generous of providing these tax conces- 
sions; and that applies to them however worthy they may be. What 
you have said finds great sympathy in my heart, certainly—trying to 
help these people, forced to bear the main brunt of a policy that bene- 
fits the country ; giving them some adjustment. 

Iam joan about what this may do, even temporarily, to reve- 
nues and to our tax base, our tax structure. I am concerned also with 
what it does to the Small Business Administration, because the more 
people we give priority to, the more people we give the opportunity to 
secure loans on a priority basis, the more the rest of the small business 
community has to get back in line and wait that much longer and per- 
haps be deprived of an opportunity to receive capital loans. 

Dr. Retscuer. A case could be made for putting this type of loan 
with an organization like the Export-Import Bank. I have written 
about this and this could be under certain circumstances, the way to 
do it. The Small Business Administration actually is not the heat 
instrument to carry out this type of policy, because they are perhaps 
more interested in longer term loans. The type of loans that I have in 
mind here are for a transition period from, let’s say, 3 to 5 years. 

A lot of the small business loans, I think, run 10 years and so. If 
Tam not mistaken, a certain type of loan runs up to 20 years. 

Obviously, it would not be a good idea to stretch out readjustment 
assistance for that long a period, because then this type of a program 
would degenerate into a subsidy, which is precisely the thing we want 
to guard against. 

Senator Proxatire. Do you justify this discriminttion between 
small and large business, both of whom may be equally damaged 
by trade policy, on the grounds that the large business can take 
better advantage of the tax provisions and the small business would 
take better advantage of the loans? 

Dr. Retscuer. I wouldn’t say that at all. I have only had occasion 
to study three industries so far. I have to do more work on this as 
the occasion arises. 

Senator Proxmire. You do have a discrimination that you admit 
in the course of your remarks between small business and large 
business. 

Dr. Retscuer. Yes. In my paragraph or two on the lead and 
zinc mining industry, I do say something on why I think it would 
be proper to single out the small mines. Let me just find it. 

If I may just read this briefly. This might give you some idea as 
to why I concentrate this on the small business firm. 

A feasible adjustment assistance program for lead and zinc mining 
would be confined to small independent mine operations, on the 
grounds that larger mining companies either are sufficiently inte- 
grated so as to be able to rely on processing imported ores when opera- 
tions of their domestic mining properties run into difficulties price- 
wise; or having at their disposal a large enough number of other 
mining properties which would allow them to shift miners from high 
cost to lower cost operations, while putting the former on a standby 


basis. 
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I go on to say that the program thus would be aimed toward closing 
certain lead and zine mines of high cost, small operators. 

I think you find this to be true also in the leather glove and fabric 
glove industry, that the large firms are generally able to readjust 
operations much more aia aie than the small operators. 

Senator Proxmire. I am thinking in terms of two categories of 
people we have to be concerned with: No. 1 are the employees and, 
of course, they can get laid off in a large firm as well as in a small 
firm, and it can be disastrous for them. And No. 2, of course, is the 
fact that we have great diversity of ownership in American indus- 
try, as you know, and the small stockholder, Rania can be hurt 
badly even though the management perhaps and the larger stock- 
holder can be tided over because they have greater resources. Never- 
theless, when you hit the big firm, when you hit the big corporation, 
you do damage a number of people whose livelihood depends, one 
way or another, on the big firm; isn’t that correct? 

Dr. Reiscuer. Well, it seems to me for practical purposes a line 
has to be drawn and while I certainly hate to do an injustice to any- 
body, I think, if this type of a program is instituted with the view 
to provide the least cost for the economy as a whole, initially some 
sacrifice in terms of equity might perhaps be defensible. 

Senator Proxmire. Would a finding by the Tariff Commission that 
an industry is exposed to peril make all firms in that industry eligible 
for financial assistance ? 

Dr. Reiscuer. Would a finding by the Tariff Commission ? 

Senator Proxmire. Isn’t that what you said? This would be de- 
termined on the basis of a finding by the Tariff Commission. This 
is the way you separate this area from the other areas of policy in 
which it is so difficult to determine this. 

Dr. Retscuer. Not necessarily so. Under the new amendment of 
the Trade Agreements Extension Act last year they had this segment- 
of-industry uve following which they can ieeake down an industry 
into certain segments and can determine just which segment has been 
hurt. They are now able to pinpoint damage fairly precisely which 
they didn’t do earlier. 

Prior to the 1958 Trade Agreement Extension Act, if I am not 
mistaken, they were able to throw out applications for relief under the 
escape clause much more readily than they can now. In that sense 
protection against increased imports actually has been increased. 

Senator Proxmire. Let me ask you this question then. In view of 
the fact that most studies relating to problems of small business indi- 
cate the difficulties of small business firms may center in poor manage- 
ment and inadequate capital as well as the rigors of competition, how 
would you determine the eligibility of small business with special 
benefits for disaster situations? Simply that they fell into these seg- 
ments as defined by the Tariff Commission ? 

Dr. Reiscuer. Well, it seems to me that you could not have auto- 
matic entitlement for relief under any circumstances. The program, 
as I see it, would be optional. The small business firm would have 
to come in and subject itself to an operational and technical survey of 
its management practices, of its business history. It would also have 
to give some kind of a token of its earnestness by being willing to 
change managerial practices, for example, if that is what has been 
the cause of the malfunctioning of the business. 
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Senator Proxmire. All right, sir. 

Shall we put the rest into the record? Would you prefer to go 
ahead? I think we have gotten a pretty good picture by the answers 
to our questions. 

Dr. Retscuer. I just would like to read the final paragraph of my 
statement which raises the major difficulty, that is, how to sell the 
firms concerned on this type of program. 

Senator Proxmire. Very good. 

Dr. ReiscHer. By enumerating the various difficulties I have found 
in studying the feasibility of applying a readjustment assistance pro- 
gram to three industries I may perhaps have weakened my support for 
the bill S. 1609, introduced by Senator Javits. However, I feel that 
most of the difficulties mentioned can be overcome. Perhaps the 
greatest difficulty will be the one of selling business enterprises on the 
value and the eventual profitability of a readjustment. Much as it 
hurts to admit it, in the short run it would certainly be more econom- 
ical for the industries to maintain pressure on Congress against lower- 
ing tariff duties and other trade restrictions, than to reorganize their 
operations. Statesmanship and leadership of the highest order will 
be needed to overcome that hurdle. Because I am confident that the 
members of your committee are amply provided with these qualities, 
I remain optimistic as to the comiaak acceptance of the concept and 
practice of readjustment assistance by the community at large and 
its subsequent: incorporation into the arsenal of administrative devices 
at the disposal of our Government. 

Thank you very much. 

Senator Proxmirg. I think that is an excellent paragraph, and it 
certainly makes a lot of good, hard commonsense. 

Thank you. 

(The prepared statement of Dr. Reischer follows :) 


STATEMENT OF Dr. OTTo R. REISCHER, ANNANDALE, VA. 


Mr. Chairman and members of the subcommittee, my name is Otto R. Reischer. 
I am an economic consultant, residing at Annandale, Va. I have no affiliation 
with any small-business group. My appearance here today to testify in support 
of Senator Javits’.bill (S. 1609) to provide assistance to small business concerns 
to facilitate adjustments made necessary by the foreign trade policy of the 
United States, and for other purposes, is based solely on my interest in, and my 
work on the problem of assisted readaptation of business enterprises to increased 
competitive imports. 

Legislation providing for aid to enterprises and industries that have to make 
readjustment in their operations because of dislocations caused by increased 
competitive imports resulting from a lowering of trade restrictions has been re- 
peatedly introduced in both Houses of Congress in the past several years. Most of 
these proposals have covered such a wide area that their expeditious application 
appeared problematical from the very outset. Furthermore, the type of measure 
most frequently introduced and reintroduced, patterned in large measure on the 
proposal advanced by Mr. David J. McDonald in the Randall commission report 
of 5 years ago actually spills over into the field of redevelopment of depressed 
areas. Problems in this field have been investigated most recently by your 
parent committee, if I am not mistaken, although comprehensive remedial 
measures remain yet to be passed. 

The problems encountered in area redevelopment in some instances overlap 
with dislocations caused by a rise in competitive imports. But for the most part 
problems of redevelopment affect a far larger portion of this country’s labor 
force and productive capacity. Furthermore, it appears to be a reasonable 
assumption, and I for one am prepared to make it, that appropriate measures for 
area redevelopment will be carried out regardless of what steps are taken to cope 
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with the problem of readaptation to a continued freeing of trade. Therefore, I 
believe that it would be inadvisable to concentrate a program of assistance in 
readjustment to dislocations caused by changes in the national trade policy on 
the individual business firm, and more specifically the small business enterprise, 
rather than include measures for direct relief of communities and workers in 
such a program. The proposal by Senator Javits does precisely what I have in 
mind, and is therefore to be highly recommended to your attention and favorable 
action. 

Before I summarize some of the specific findings I have made in connection 
with a recent study in which I have tried to apply a hypothetical adjustment 
program of the type proposed by Senator Javits to a number of domestic indus- 
tries, I should like to make a few brief remarks on the general problem of 
dislocation by freer trade. 

GENERAL REMARKS 


Certain domestic producers, particularly in the small-business field, have had 
to face the task of making an adjustment to new conditions of trade and to 
changes in the country’s industrial structure which are thereby created. Their 
task is made more difficult by that fact that in the short run resources are rela- 
tively immobile. This immobility makes for dislocation, and business enterprises 
are apt to suffer accordingly, particularly if they are slow in readjusting. To 
accelerate the adjustment, Government assistance designed to help in readapta- 
tion, as suggested by the bill under consideration, would seem to provide a 
practicable solution. 

I would like to emphasize that this type of assistance is different from subsidy, 
in that it operates in the same direction, rather tahn in opposition, as the forces 
underlying the free market and the prices system. Therefore, if properly carried 
out, a program of readjustment assistance would be both equitable and consistent 
with the principles of economic freedom. The type of assistance that would 
fulfill these functions would be self-terminating, rather than cumulative; it 
would facilitate the movement of the business unit from one situation to an- 
other—from a situation where the enterprise suffers from injury of increased 
competitive imports to a situation where a satisfactory readjustment has been 
made—and would then be discontinued. Readjustment assistance, unlike a 
subsidy, would not become a part of the new situation. The end result would be 
a softening of the impact of economic change upon individuals and groups 
directly affected and, assuming that the funds for financing the program are 
provided from general tax revenues, a more equitable distribution of the burden 
of costs of transition. 

I believe that the chief merit of the bill under consideration (S. 1609) is 
that it concentrates readjustment assistance on the small business firm, the one 
most likely to be hurt by increased competitive imports. It proposes to do this 
by loans, based on the disaster loan provisions of the Small Business Act, which 
are easier to obtain than the normal Small Business Act loans and by a stepped- 
up depreciation rate of existing equipment, and for rapid amortization of newly 
installed facilities, for the purposes of converting the business and develop- 
ing new and different lines of production, or improving old ones in order to 
cope with the adverse effect of trade policies. This would» previde an incen- 
tive for the enterprise to take account of the changed condition and develop other 
fields of endeavor. I am basically in agreement with these proposed measures, 
except that I would prefer a tax carry-forward instead of accelerated amortiza- 
tion to accomplish the objectives of the bill. 

I should now like to summarize for you the results of my work in the field 
of readjustment assistance to increase imports. I have attempted to apply 
a hypothetical Federal readjustment program almost identical to the one sug- 
gested in the present bill to three domestic industries in manufacturing, agri- 
culture, and in mining. 

The first study comprised application of assisted readjustment to the leather- 
glove industry in Fulton County, N.Y. In that study I have tried to measure 
the possible saving in terms of reduced unemployment benefits and related pub- 
lic expenditures. The other two studies in wool growing and lead and zinc 
mining were designed primarily to highlight the problems likely to be en- 
countered in applying readjustment assistance in these sectors of our economy. 
Time at my disposal obviously does not allow me to present a description of the 
setting of the three industries, but I believe that I can sketch the rough out- 
lines of the three types of programs without omitting any of the salient features. 
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A program of assisted readjustment would eventuate from a finding of injury 
or threat of injury by the Tariff Commission. In contrast to current prac- 
tice under the escape clause, the Commission would be authorized to recommend 
assisted readjustment, as an alternative to an increase in rates of duties or 
other forms of relief involving import restrictions. 


LEATHER GLOVEMAKING 


I assume that a survey of the appropriate measures for readjustment of the 
Fulton County has been made by the appropriate agency. On the basis of the 
information developed in the survey it was recommended that, for the purposes 
of this illustration, one fabric glove establishment and five leather glove plants 
convert to other types of production, with assistance as necessary, and three 
small leather glove producers be assisted in liquidating their operations in an 
orderly manner. The 6 firms involved are assumed to employ more than 50 
workers, the fabric glove concern more than 100. 

The cost of each survey is assumed to amount to $20,000, to be absorbed by the 
Federal agencies participating in the program. The five leather glove firms are 
to be given assistance to enable them to undertake production of electronic 
equipment parts. The facilities of the fabric glove firm are found suitable for 
producing work gloves as a sideline, after acquisition of additional equipment 
for chemical treatment and dipping. 

For the three small leather glove producers, liquidation loans are arranged 
by the Small Business Administration at a total cost of, say $45,000. The fabric 
glove concern undertaking to produce work gloves is assisted in obtaining a 
$350,000 3-year loan with a private financial institution, with guarantee for the 
loan assumed by the Small Business Administration. Of the five leather glove 
firms three are assumed to decide on a merger. This leaves three units to be 
serviced by adjustment assistance facilities. Two 5-year loans of $250,000 each 
are provided for the two larger plants. Both loans are guaranteed by the State 
business development corporation, in cooperation with the Small Business Ad- 
ministration. The third concern is assumed to be eligible for a 5-year, $150,000 
loan from the Small Business Administration. 

The total assumed cost of the program amounts to 1 million. Spread over 
3 years, the annual cost of the program would be in the neighborhood of 
$300,000. Actual nonreimbursable outlays by Federal and State agencies in- 
volved, including the cost of an industrial engineering survey, is assumed to 
run below 15 percent of the total annual cost. 

In order to get a rough idea of the gain from the proposed readjustment, the 
estimated cost of the program is first compared with the total amount of un- 
employment, social security, and public assistance benefits paid out annually 
by various units of government to persons affected by economic dislocation in 
Fulton County industry. The total of Federal grants, in round figures, and not 
including old-age benefits which are not dependent on unemployment, amounts 
to approximately $260,000 per year. (To anyone interested in how I arrived 
at these figures, I shall be glad to provide more detailed calculations.) 

Though not necessarily related to the level of employment in the county, 
these expenditures are not productive in the sense that they cannot be expected 
to generate income, but merely keep recipients from becoming destitute. Two- 
thirds of this money may be assumed to be paid out irrespective of the level 
of prosperity in the county. Therefore a possible one-third of these outlays or 
roughly $150,000, could be saved to the taxpayers by a workable readjustment 
program. (The funds saved by the State in matching contributions would be 
considerable, but of an indeterminate amount.) 

It has been estimated that the maximum displacement in Fulton County as a 
result of increased imports resulting from a suspension of tariff duties would be 
about $1,660. Based on this figure, the annual maximum cost to the State in 
terms of unemployment insurance payments would be in excess of $1.5 million. 
Since total suspension of tariffs is unlikely, half of the maximum payment 
figure, or $750,000, may be taken as basis for comparing the cost of coping with 
the assumed dislocation caused by increased import competition through tra- 
ditional measures of relief, as opposed to a program of assisted readjustment. 
This would be the cost borne by the State. 

Assuming that applicable Federal expenditures would also increase by one- 
half as a result of the assumed dislocation this would mean an annual increase 
in recurrent expenditures of $150,000—the potential savings noted earlier which 
low are not being saved, plus an additional $75,000, the assumed one-half in- 
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crease—giving a total of $225,000 of Federal expenditures per year. If we add 
to this the $750,000 of State expenditures, we get an annual total of $975,000, 
these are relief expenditures payable for an indefinite period, merely to keep 
the community going at its traditional, relatively low level of activity. In com- 
parison, the cost of the hypothetical readjustment program can be recapitulated 
as follows: Technical services worth $20,000 for each six plants, federally fi- 
nanced, totaling $120,000, nonrepayable; loans to be granted totaling $1 mil- 
lion. The overall annual total of approximately $300,000 of aid to be granted 
over a 5-year period, including nonrepayable expenditures of $45,000. More- 
over, this rough calculation does not take into account the probable gain in 
income generated by the newly established industries. 


WOOL GROWING 


In case of woolgrowing, readjustment assistance would conceivably consist 
of temporary payments to help producers leave the industry, alongside a mod- 
erate price support program. The prerequisite for any readjustment in wool 
would be a lowering of the present yearly production goal. The moderate support 
program would appear to be necessary to product growers electing to stay in 
wool from being penalized by price instability, the major problem in wool, 
but the program would have to be pitched at a level low enough not to 
give marginal producers an incentive to remain in the industry. The support 
program could probably be eliminated once adjustment of the industry to a 
greater volume of imports has been accomplished—possibly within 3 to 5 years 
following the inception of readjustment assistance. 

The cost of a readjustment program in wool must be treated in conjunction 
with the moderate price support program which would have to accompany it, 
plus the cost of maintaining the wool or woolen stockpile in view of the lowered 
production goal. That cost has to be weighed against the importance to this 
eountry of maintaining domestic wool production at a level which makes it a 
defense expenditure to be taken care of by the strategic stockpiling program. The 
cost of the program also has to be weighed against the cost of equitable treat- 
ment of woolgrowers who have made large investments under protective policies 
of the past. And the problem of equitable returns to sheep growers is compli- 
cated by the fact that wool producers have incomes from lamb and mutton as 
well. The cost of the program must finally be managed in terms of the encourage- 
ment that may be desirable in converting to other uses cropland now used in grow- 
ing wheat and other surplus crops, and the maintenance of prosperity in com- 
munities located in areas that are heavily dependent on sheep production. 

For the time being, consumers are providing an annual direct subsidy of about 
$50 million to domestic woolgrowing industry. (This estimate is based on 1957 
figures.) It has been estimated, furthermore, that through tariffs alone, wool 
producers in ordinary times have been getting an annual subsidy of about $25 
million, making a total of about $75 million. A properly designed readjustment 
assistance program would certainly reduce this cost to the taxpayers and con- 
sumers without harming producers. But much remains to be done to find 
solutions for the numerous technical difficulties, which such a program would 
give rise to, although I personally am convinced they can be solved. 


LEAD AND ZINC MINING 


The third and last industry which I would like to talk about is lead and zine 
mining, as distinct from milling, and smelting and refining of the two metals. 

Marginal mines in lead and zine are generally small producers who would 
qualify for relief under the proposed bill. It is well known that the costs of 
some domestic mining enterprises will be invariably too high for profitable 
operations. The problem of providing relief for high-cost lead and zine mifes 
without restricting trade then becomes one of deciding at what point of the range 
to cut off high-cost producers. This would lead to a distinction of essential 
and nonessential high-cost mines. 

Support of uneconomic but essential high-cost mines on a realistic basis 
could be provided by some form of subsidy. This method would very likely be less 
costly than imposition of a higher tariff or other restrictions on imports, for 
domestic mine output is only a relatively small part of total supply, and an 
increase in the cost of imports would tend to raise overall costs to consumers 
of lead and zinc. Moreover, an increase in tariffs would still not assure a 
market for domestic primary production since domestic production alone is basi- 
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cally inadequate for domestic requirements. Any increase in the domestic metal 
price sufficient to keep a major portion of high-cost mines in operation would lead 
to greater utilization of substitutes for the two metals, and likewise to greater 
production of metal from scrap and tailings. Both developments would have a 
depressing effect on primary metal prices, and at the same time producers in 
Canada and Mexico, part of this country’s mobilization base, would be injured. 

To administer subsidies and readjustment assistance effectively, bureaucratic 
controls would have to be increased. Readjustment assistance has to be limited. 
Once the desired structural change is achieved, assistance must be terminated. 
High-cost lead and zinc mine operators would have to go and quit mining. 
But the determination of the cutoff point for high-cost producers would raise 
considerable problems. It would vary according to prevailing metal prices, and 
would also be subject to engineering advice. 

The problem of the lead and zine mining industry in recent years has been 
one of oversupply. Unless a readjustment assistance program is limited to 
helping domestic mines go out of production, that oversupply problem will not 
even come near to being solved. 

A feasible adjustment assistance program for lead and zinc mining would 
be confined to small independent mine operations, on the ground that larger 
mining companies either are sufficiently integrated so as to be able to rely 
on processing imported ores when operations of their domestic mining properties 
run into difficulties pricewise; or having at their disposal a large enough num- 
ber of other mining properties which would allow them to shift miners from 
high cost to lower cost operations, while putting the former on a standby 
basis. The program thus would be aimed toward closing certain lead and 
zinc mines. 

Mine closures cause difficulties in terms of upkeep. Large expenditures for 
pumping, retimbering, and other maintenance are needed to prevent damage 
to mine equipment and installations and keep underground working from flood- 
ing and cave-ins. These maintenance costs are frequently the only alternative 
to permanent closure of mines and loss of ore reserves. <A further difficulty 
will lie in the fact that some of the high-cost mines, particularly those pro- 
ducing lead and zinc ores with silver content, will wish to remain in production. 

The program would also have to have a “birth control” clause for new mines 
80 as to avoid bringing in of new mines, possibly of a marginal character that 
would add to the existing supply difficulties. 

The mothballing of essential mines will be an important item in any read- 
justment program. The cost of this operation will vary from near 2 to 10 
percent of annual operating costs, depending on wetness and required pumping, 
and hardness of ground and cost of supports. The cost of mothballing would 
have to be weighed against the cost of stockpiling. In the case of lead and 
zine the latter method undoubtedly would be less expensive. 


CON CLUSION 


By enumerating the various difficulties I have found in studying the feasi- 
bility of applying a readjustment assistance program to three industries I 
may perhaps have weakened my support for the bill (S. 1609) introduced by 
Senator Javits. However, I feel that most of the difficulties mentioned can be 
Overcome. Perhaps the greatest difficulty will be the one of selling business 
enterprises on the value and the eventual profitability of readjustment. Much 
as it hurts to admit it, in the short run it would certainly be more economical 
for the industries to maintain pressure on Congress against lowering tariff 
duties and other trade restrictions, than to reorganize their operations. State 
manship and leadership of the highest order will be needed to overcome 
that hurdle. Because I am confident that the members of your committee are 
amply provided with these qualities, I remain optimistic as to the eventual 
acceptance of the concept and practice of readjustment assistance by the com- 
munity at large and its subsequent incorporation into the arsenal of adminis- 
trative devices at the disposal of our Government. Thank you very much. 


Senator Proxmme. If there is nothing further the subcommittee 
will recess. 

Mrs. Sartwe.u. May I be permitted to submit a statement which I 
have already given to the clerk of the committee. I would like to have 
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it in the record. It is with reference to the Small Business Adminis- 
tration Disaster Act. él 
Senator Proxmire. Will you identify yourself? 


STATEMENT OF MRS. FRANKLIN G. SARTWELL, IMMEDIATE PAST 
PRESIDENT, SOUTHWEST CITIZENS’ ASSOCIATION 


Mrs. Sartwe.i. I am Mrs. Franklin G. Sartwell, and I am the im- 
mediate past president of the Southwest Citizens’ Association, and I 
am representing them here today. 

Senator Proxmme. And you want unanimous consent to have your 
statement put into the record ? 

Mrs. SaRTWELL. Yes. 

Senator Proxmire. Is your name on the statement ? 

Mrs. SaARTWELL. My name isonthestatement. I simply want to say 
that the Southwest Citizens’ Association, which is composed of people 
who have felt the brunt of redevelopment in this area support these 
bills that have been mentioned by Mr. Engle in his statement, and we 
wish to lend our support to this and I would like to have it in the record 
and thank you so much, Senator. 

Senator Proxmire. Thank you very much. 

(The statement submitted by Mrs. Sartwell follows :) 


STATEMENT OF Mrs. FRANKLIN G. SARTWELL 


Gentlemen of the committee, I am Mrs. Franklin G. Sartwell, immediate past 
president of the Southwest Citizens’ Association, which I represent here today. 

This association wishes to go on record as supporting the principles set forth 
in Senate bills 1340, 1351, and 1777, as providing a measure of relief for small 
businessmen caught beneath the wheels of the juggernaut of redevelopment. 

In principle, redevelopment—the obliterating of slums and substandard hous- 
ing—is desirable. The southwest section of the District of Columbia is a pilot 
project in this movement, watched by other communities throughout the country 
for its success or failure. We have no quarrel with the conception of redevelop- 
ment of blighted city areas. We do, however, believe that men of good will every- 
where will support us in attempting to alleviate some of the hardships which 
are being borne by the average American as a result of this program. 

In fact, we believe this so strongly that we consider it our moral obligation to 
bring these inequities to the attention of those empowered to remedy them when- 
ever we can. 

In this connection, we wish to point out that it is the little man, who bears 
brunt of these inequities, not the average happy-go-lucky slum dweller, but the 
small homeowners and proprietors of small-family businesses, many of whom have 
worked with their own hands, not 8 hours a day for 5 days a week, but more 
usually 18 hours a day, 7 days a week, to acquire these homes and establish these 
businesses in order to provide for their families. 

This is the type of citizen—white or colored, Jew or Gentile, tavernman or 
corner grocery owner whose rights are being daily abrogated in the process of 
clearing so-called slum areas. 

The passage of one of these bills, or of any legislation which would help any 
of these people is to be desired. We earnestly recommend the adoption of a suit- 
able measure that will make it possible for the small businessman in any area 
marked for renewal to obtain adequate financial assistance in establishing him- 
self elsewhere. 

Thank you. 


Senator Proxmire. A number of statements and letters have been 


received, which, together with any that may be received subsequently, 
will go into the record at this point. 
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(The statements and letters referred to follow :) 


STATEMENT OF THE AMERICAN BANKERS ASSOCIATION 


The program “to stimulate and supplement the flow of private equity capital 
and long-term loan funds which small business concerns need for the sound 
financing of their business operations and for their growth, expansion, and 
modernization” established by the Small Business Investment Act of 1958 has 
been in existence for less than a year. Being a new and experimental program, 
naturally some months were required for the Small Business Administration to 
formulate regulations and develop procedures necessary to implement the provi- 
sions of the act. Thus there has as yet been little actual experience on which 
to judge the need for changes in the act. 

Nevertheless, several changes in the act have been recommended by the Small 
Business Administration. These are embodied in a bill (S. 2139) introduced 
by Senator Saltonstall. These changes are explained, and the reasons therefor 
are set forth, in the statement by Wendell B. Barnes, Administrator of the 
Small Business Administration presented by him on June 22, 1959, at the hearings 
before the Subcommittee on Small Business of the Senate Banking and Currency 
Committee. 

The American Bankers Association believes that the changes recommended by 
Administrator Barnes are on the whole desirable, although there may be need 
for certain safeguards in respect to two of the proposed changes. 

Section 6 of S. 2139, in effect, rewrites section 304 of the Small Business 
Investment Act of 1958 to eliminate, among other things, the requirement that, 
whenever a small business concern obtains capital from a small business invest- 
ment company, such concern must invest in the capital stock of such company, 
in an amount equal to not less than 2 percent nor more than 5 percent of the 
capital provided. 

Administrator Barnes in his statement presents some cogent reasons for the 
elimination of this requirement. We agree with him that this requirement 
presently constitutes an obstacle to the effective functioning of the program. At 
the same time, we are in accord with the purpose which this stock-purchase 
requirement was intended to accomplish, which is, as stated, in the report of 
the Committee on Banking and Currency on S. 3651 (S. Rept. 1652, 85th Cong., 
2d sess.), “to build up the investment of private funds and, in due course, to 
make Federal participation unnecessary.” 

The American Bankers Association in testimony presented at hearings before 
the Senate Committee on Banking and Currency on April 25, 1958, enunciated 
certain principles which should be incorporated in any legislation designed to 
stimulate the flow of equity capital to small business. 

One of the stated principles was that “any long-range constructive solution 
to the need of small business for equity and long-term capital financing should 
basically depend on the availability of and access to the resources of private 
financial institutions and investors, and any governmentally sponsored program 
should be intended as a temporary stimulant and supplement to private financial 
facilities for financing small business. 

Therefore, while we favor the elimination of the stock-purchase require 
ment now contained in subsection (d) of section 304 of the act, we strongly 
recommend that the act be amended to provide that any small business in- 
vestment company, which obtains part of its capital through the purchase 
of subordinated debentures by the Small Business Administration, shall be 
placed in liquidation if it fails to retire such debentures within a reasona- 
ble time either from retained earnings or from the proceeds of the sale of 
its capital stock to private investors. We believe that the indefinite reten- 
tion by a small business investment company of Government-supplied capital 
is inconsistent with the intent that the policy of the act “shall be carried out 
in such manner as to insure the maximum participation of private financing 
sources.” 

Section 6 of S. 2139 also would rewrite section 304 of the Small Business 
Investment Act of 1958 to provide greater flexibility for small business in- 
vestment companies in providing small business concerns with equity capital. 
Under section 304 as presently written equity capital can only be provided 
by the purchase of convertible debentures. This section, as rewritten, would 
permit the small business investment company to determine the manner in 
which and the terms under which it will provide equity capital for small 
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business concerns, subject, however, to the approval of the Small Business 
Administration by regulation or otherwise. 

Administrator Barnes in his statement enumerated various other media 
through which equity capital could be provided if section 304 were rewritten 
as proposed in section 6 of S. 21389. Among these media he listed the purchase 
of preferred stock and common stock of small business concerns. 

The American Bankers Association in its testimony at the hearing before 
the Senate Banking and Currency Committee on April 25, 1958, heretofore 
referred to, made a number of specific recommendations, in addition to the 
enumeration of certain principles. One of these recommendations was that 
“Purchase of equities in small businesses by development corporations should 
be limited to funds supplied by private sources.” 

We are confident that Administrator Barnes would by regulation properly 
circumscribe the purchase of preferred stock or common stock of small busi- 
ness concerns by investment companies. We have no assurance, however, that 
some future Administrator would follow similar policies. Therefore, we be- 
lieve that, if section 304 is rewritten as proposed in section 6 of 8S. 2139, a 
specific proviso should be added to subsection (a) that the Administrator shall 
not approve the purchase of preferred stock or common stock of a small busi- 
ness concern by a small business investment company in excess of the capital 
funds of such company supplied by private sources. 

With the amendments we have proposed as safeguards to the changes in 
the act contained in section 6, we heartily endorse S. 2139 and urge its favora- 
ble consideration by the Subcommittee on Small Business and by the full 
Committee on Banking and Currency. 


(An article entitled “The Small Business Investment Act. of 1958,” 
by Andrew P. Murphy, Jr., and Charles H. Netter, was ordered in- 
serted in the appendix tothe record. See p. 567.) 


en, 


BLOOMINGTON SMALL BUSINESS INVESTMENT C©o., 
Bloomington, Ill., June 29, 1959. 


To: U.S. Senate Committee on Banking and Currency, Washington, D.C. 

Subject : Changes in Small Business Investment Act of 1958. 

(Attention: Mr. J. H. Yingling, Chief of Staff, Committee on Banking and 
Currency, Room 5300, Senate Office Building.) 


We were licensed by the SBA on May 1, 1959, to operate the Bloomington Small 
Business Investment Co. of Bloomington, Il. 

We anticipate and trust that our funds, together with the $150,000 supplied 
by SBA debentures, will be beneficially and profitably used by all parties. 

Our activities to date are briefly as follows: 

We have made six loans or commitments totaling $140,000, the borrowers 
being a variety store expanding in a new location, a small building contractor 
for additional working capital, a garage and filling station for purchase of equip- 
ment, a small grain elevator operator to help build a grain storage building for 
Commodity Credit grain, a smal dairy products vending operator, and a farm 
implement dealer. 

We are in the process of completing loans of $20,000 to a well-drilling operator 
and purchasing debentures of $60,000 from a farm machinery manufacturer, and 
$30,000 in debentures from a real estate subdivider. 

We have had inquiries from about 100 possible applicants and regret to say 
most of them do not qualify. Most of our inquiries are the result of letters 
(copy enclosed) sent to all Illinois banks, and incidentally the banks have been 
cooperative in referring applicants to us. 

We accept the law as written and expect to operate accordingly, but in our 
brief 2-month experience we are encountering some problems in our customers’ 
minds and in ours for the successful operation of our investment company. 

The problems are somewhat as follows: 

The customers do not like the fact that they are compelled to purchase some 
of our stock when we purchase their debentures. Our feeling and that of our 
customers is that the financing of small business concerns should be much more 
flexible. We feel that we should be allowed to buy bonds, common or preferred 
stock, warrants, etc., as well as the convertible debentures. 
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This will be important when we need to market these securities, as we will 
have to do, to have the capital to serve our customers. Otherwise our capital 
might all be invested and we are out of business until it is collected, 5 to 20 
years in the future. 

Apparently our investment company is not optimistically received by investors. 
We have not, as yet, solicited stock sales, but even so, it is well known that we 
have the company organized and stock is available; however, to date no one 
has even intimated that he would consider investing in our stock. 

If and when we solicit sales of our investment company stock, as we will 
eventually have to do to secure needed capital to adequately finance small business 
in the area, we feel that investors might possibly be interested if we were not 
classed as a “personal holding company,” as we are now, and subject to very 
high income tax on retained earnings, and we definitely need to retain earnings 
to grow and serve our customers. We are afraid the personal holding company 
status will scare off would-be investors. 

We feel the small business investment companies should be allowed to set 
aside each year a large part of their earnings or percent of their loans, tax free, in 
special “bad debt reserves.” The reason being that we are carrying the high- 
risk loans that banks and other investors refuse, because of the risk involved, 
and the good, well-secured risks will not finance with us because our rate is 
necessarily higher due to our paying the SBA 5 percent for money loaned to us. 

SBIC’s should be permitted to declare capital gain dividends like those now 
declared by mutual funds. 

We grant that present income tax regulations give some relief to an investor 
who loses money on the sale of his SBIC stock, but he has to sell out and suffer 
a loss to get relief, and that is not pleasant to anticipate. Also, this should be 
a long-term investment and it would seem fair to the investor to take credit for 
his share of losses as they occur. 

Original investors should be permitted to deduct from their current income 
a certain percent of their investment as a tax free loss reserve. 

Further, it would be desirable to permit investors in the SBIC to count pay- 
ments they receive as a return of principal and thus reduce the investment, rather 
than treat such payments as dividends subject to ordinary tax. 

Naturally, it is very difficult to solve all the problems in advance in a pro- 
gram as new, and we feel important, as the Small Business Investment Act. 
However, the above mentioned are subjects that concern our customers, in- 
vestors, and ourselves as operators. 

We are firmly convinced that the SBIC’s do have a very definite place in the 
financial structure of our country. Anything that can be legislated along the 
above lines we feel would be most helpful to small businesses in that it would 
permit more flexibility in granting the loans and it would attract more investors 
to the SBIC. 

Sincerely yours, 
LAURENCE A. Rust, President. 


3LOOMINGTON SMALL BUSINESS INVESTMENT Co., 
Bloomington, Ill. 


The Bloomington Small Business Investment Co. has been granted a license 
by the Small Business Administration to operate under the Small Business In- 
vestment Act of 1958, our license being one of the first six issued in the United 
States. 

The act was passed by the last Congress to help provide equity-type and long- 
term (up to 20 year) financing for small business firms. It is the desire of Con- 
gress that this type of financial help for small firms be provided, not directly 
by the SBA, but by privately owned investment companies such as ours. The 
SBA, to a limited extent, helped finance our company. We will be regulated and 
examined much the same as a national bank. With our present capital, our ad- 
vances, to any one borrower cannot exceed $60,000. 

The small business firms that receive financial help from our company will be 
selected and approved and the terms negotiated by us, not by the Government. 

As you know, there is a gap in the credit structure when it comes to long-term 
or equity funds for small business. We believe the SBA has attempted to remedy 
this condition through the licensing of investment companies. 

It is our intent to work in close cooperation with local banks. Our services are 
designed to complement—not compete with—bank facilities. Situations may 
arise where a bank would see fit to defer a good customer to us for longer term 
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loans while still retaining the commercial account. Further, we can operate 
in fields that a bank may not desire to get into. Arrangements such as these 
could be mutually satisfactory. 

We will appreciate your bearing this subject in mind and we will be glad to 
discuss the details with any of your customers that you feel might benefit and 
that you care to refer to us. 

LAURENCE A. Rust, President. 


DeETROIT, MICH., June 23, 1959. 
Mr. J. H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, U.S. Senate, Washington, 
D.C. 


Dear Sir: In reply to your letter of June 18, 1959, you will please be advised 
that I am unfortunately unable to appear before the Small Business Subcom- 
mittee on the dates listed. In addition, I do not feel that my testimony would 
greatly add to the ideas which I have seen expressed in the various proposals 
relative to amendment of the Small Business Act and the Internal Revenue 
Code provisions affecting that act. 

I might add that I feel that certain amendments are in order, particularly 
with respect to personal holding company income tax problems and certain 
of the restrictions with reference to purchase by small business concerns of 
small business investment company stock, limitations upon investments in 
individual enterprises, and similar restrictive features in the act. It is my 
feeling that these restrictions have a tendency to prevent investors who would 
otherwise be interested in the benefits of this program from pursuing the same, 
without providing additional security against possible abuses that might arise. 

Permit me to thank you for advising me of the pendency of these hearings. 
I would be most appreciative if you would send to me the final report as issued 
by the subcommittee. 

Very truly yours, 
STEPHEN A. BROMBERG. 


CAPITAL FOR SMALL BUSINESS, INC., 
Los Angeles, Calif., July 1, 1959. 


Subject : Hearings on the Small Business Investment Act of 1958. 


COMMITTEE ON BANKING AND CURRENCY, 
U.S. Senate, Washington, D.C. 
(Attention of Mr. J. H. Yingling, chief of staff). 
GENTLEMEN : Please include this statement in the record of testimony taken 
by your committee: 

The Small Business Investment Act of 1958 inaugurates a new private 
banking institution to provide equity capital for small business. This is an 
enormous task that should be carefully and slowly developed. Your com- 
mittee ought not to be discouraged by what has been referred to as the “dis- 
appointing record of accomplishment.” 

We cannot and should not create a new institution over night. It is ap 
propriate and essential that this courageous innovation progress slowly. 
There are, however, several amendments to the legislation which careful 
thinking has produced in the light of our experience thus far. 

Section 303(b) should be amended by striking out “50 per centum” and 
inserting in lieu thereof “100 per centum”. Since SBIC shall assume any 
loss resulting from their investments to the extent of their entire capital 
and surplus before loans from the Government would be in jeopardy, the 
SBA should be permitted to at least match funds with the private in- 
vestors to effectively stimulate the program. 

We recommend that additional types of financing be permitted instead 
of the limitation of convertible debentures fixed by statute. Greater flex- 
ibility is essential such as detachable warrants and the right to purchase 

common stock directly. 

The Federal revenue code should be amended to permit a reserve for 
contingencies equal to 50 percent of loans made in any 1 year. This 
would be similar to regulations pertaining to savings and loan associa- 

tions and insurance companies. 
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The legislation (SBI Act of 1958) recognizes the high risks and pioneer- 
ing of the activities sponsored by the act. These risks should be real- 
istically recognized by appropriate reserves for contingencies. 

Investors in SBI companies should be permitted a loss reserve on their 
investment equal to 15 percent per annum. 

In the long run if such investments prosper, the Government will not 
suffer a loss of revenue. If the investments are lost, the taxpayer should 
receive special consideration. 

Investors in SBI companies should be exempt from the personal holding 
company provisions of the revenue code. 

We regret being unable to appear in person before your committee. If we 
can be of assistance, please do not hesitate to call upon us. 

Very truly yours, 


MARVIN L. BraupE, President. 


Lee Davis AND ASSOCIATES, INC., 
Nashville, Tenn., July 11,1959. 

Re S. 2139. 

Mr. J. H. YINGLING, 


Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Deak Mr. YINGING: I appreciated very much your letter of June 24, 1959, 
suggesting that I might write you my comments regarding the subject bill which 
might be included in the record if it were received prior to July 15. 

We have studied the S. 2139 introduced by Senator Saltonstall to amend the 
Small Business Act of 1958 and have also read Senator Proxmire’s statement 
of June 15, as well as statement by Wendell B. Barnes, Administrator, SBA 
of June 22. My comments will follow the order of Mr. Barnes’ statement as 
to the amendments recommended by him. 

1. I agree that the requirement that small businesses must purchase 2 percent 
to 5 percent of the capital stock of the investment company should be eliminated 
and left to negotiations between the parties. I disagree with part of the 
reasoning given in Mr. Barnes’ statement for this action that, “the investment 
companies do not welcome the propect of gradual dilution of their ownership.” 

An investment company such as ours which is planned on a statewide basis 
with as broad a base as possible and with no one owning as much as 10 percent 
of the initial capital would welcome the continual sale of stock and the expan- 
sion of the base of the corporation. The type of investment company which 
would not want to dilute its ownership would be a closely held corporation 
which could be dominated by a few. 

2. I am very much in favor of any added flexibility of the operation of the 
investment companies and the amendment to permit the companies to negotiate 
with various types of securities, in addition to convertible debentures which 
not only make it more attractive to private investors because of the better 
possibility of profit but it will also enable the investment companies to do a 
better tailoring job for each individual applicant to meet his specific needs. 

I concur heartily with Mr. Barnes’ statement on this flexibility and the 
importance of marketability, but I disagree very heartily with the statement, 
“this subject matter can best be handled by administrative regulation * * *.” 
The statement or language similar to his following statement should be included 
in the act itself, “however, if the act is changed, the financing also could be 
furnished through the medium of convertible debentures with the terms of 
redemption negotiated rather than fixed by statute; debentures with detachable 
stock purchase warrants and with negotiated redemption terms; preferred stock 
with negotiated redemption features, and with or without participating or 
conversion features; common stock or other means that the administration 
approves.” 

I doubt very much if a secondary market on the securities of the small 
business concerns or the investment companies themselves can be developed in 
any short period of time without some support of Federal funds. Certainly 
the form of the securities would be more acceptable and attractive to institu- 
tional investors which are very conservative regarding any new type of operation 
and the public is now being offered a wide variety of equity shares and there is 
a question as to how long this demand may continue. 

3. We concur with Mr. Barnes’ statement that the word “primary” should 
be eliminated as to the functions of the small business investment companies. 



























































308 SMALL BUSINESS AMENDMENTS OF 1959 


4. We concur in the elimination of depository or 
the investment companies. 

5. I see no objection to the amendment to subsection 302b regarding the 
Bank Holding Company Act of 1956 provided such change would not encourage 
bank holding companies to concentrate the power or domination through owner- 
ship and control of small business investment companies. Our company, Ten- 
nessee Investors, Inc., under Tennessee charter has an authorized capital of $10 
million and the initial capital has been subscribed by 42 banks and 20 individuals 
throughout the entire State of Tennessee. We believe this statewide organization 
plan is unique in the Nation. It exemplifies our thinking that to carry out the 
broad intent of Congress to aid small business that these investment companies 
should be widely representative of the economy of the area served and not 
dominated by a few. 

In addition to the recommendations made by Mr. Barnes, I would like to 
offer two other suggestions for amendments which we believe would expedite 
and facilitate the organization and operation of investment companies : 

1. The supervision of the initial capital up to $400,000 or $500,000 should 
be entirely under the SBA and exempt from the SEC’s supervision. Some 
specific rules as to the methods of raising the initial capital could be provided 
for organizers. 

Furthermore, investment companies under the 1958 act should be exempt en- 
tirely under the Investment Act of 1940 and placed in a separate category. 
The Investment Company Act of 1940 was intended for the control and super- 
vision of the mutual fund company which deals in marketable securities almost 
entirely. The 1958 act, which was intended for an entirely different purpose 
which will have for some years to come, only unlisted securities so that the 
controls and supervision are very widely different. From the organizers’ stand- 
point, as well as the public, very few people interested in undertaking the 
organization of an investment company will undertake to plow through the 
redtape involved in clearing with a half dozen or more Government agencies. I 
do think it is appropriate when a public offering is made in excess of the initial 
capital referred to that it should probably also be under the jurisdiction of 
the SEC. 

2. The definition of small business is at the present time an administrative 
matter and the act of 1958 provides the definition of a small business concern 
“shall have the same meaning as in the Small Business Act.” 

I thoroughly agree there should be some flexibility in the definition of 
eligibility of an applicant but I think the act should itself include some specifics 
with additional administrative discretion. I further believe that a small busi- 
ness investment company using private funds should have wider latitude in aiding 
small business than might possibly be included in the definition for applicants 
for loans made with Government funds through the SBA. 

One of the most discouraging factors in interesting investors in the stock of 
investment companies is the fact that they associate the lending of Government 
funds through SBA on its very restricted legal and administrative authority with 
a lending of private funds through small business investment companies’ pro- 
gram which is much broader and more flexible. 

In my opinion, the definition of eligible concerns for the investment companies 
should make a distinction and be much broader when private funds are used. 

In conclusion, it is my opinion that the Small Business Investment Act of 
1958 is the best and most forward-looking legislation for the aid of the economy 
of the country which has ever been passed and has the greatest potential, with 
some amendments, of keeping our free enterprise system on a sound footing 
so it can continue to expand through small business concerns. 

Very cordially yours, 


fiscal agency functions of 


LEE Davis, President. 


DeEVorE, ASHWORTH & CRIBBS, 
Arlington, Tez., June 29, 1959. 
U.S. SENATE, 
Committee on Banking and Currency, 
Washington, D.C. 
(Attention: Mr. J. A. Yingling, Chief of Staff). 


DEAR MR. YINGLING: In response to your letter of June 18, 1959, inviting testi- 
mony of applicants for license as small business corporations to testify in con- 
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nection with the hearing of Senator Proxmire on proposed amendments to the 
Small Business Investment Act. We wish to advise the following: 

1. The requirement that borrowers purchase shares of stock in small business 
investment corporations is an undesirable feature of the present act in that it 
dilutes the equity of the risk-bearing stockholders and that it places an undesir- 
able burden upon the borrowers who are in need of capital rather than the oppor- 
tunity for additional investments. In the interest of the act, this provision 
should be repealed. 

2. It is highly desirable that the act be amended so as to provide an exemption 
for small business investment corporations of the penalty provisions of personal 
holding companies as same as defined by the Internal Revenue Code. This 
exemption would not be unreasonable, as similar exemptions exist for banks, 
savings and loan associations, real estate rental corporations, and many other 
business operations. The effect of adopting this exemption would be to enable 
small business investment corporations to accumulate through proceeds not 
distributed to their stockholders an increased capital structure, thereby fostering 
their growth and functions as well as their ability to repay their debenture 
obligations to Small Business Investment Act. 

These requirements are based upon our intensive study of the provisions of 
the act from the standpoint of a proponent as we have a pending application 
for license under the name of Forth Worth Capital Corp., and have given the 
act much study. Our interest in filing the application prior to the modifica- 
tion of the act as above proposed has been based upon the belief that Congress 
would shortly see the wisdom and benefit of these amendments. 

Let me take this opportunity of expressing my appreciation to Senator 
Proxmire, the committee, and to yourself for the opportunity of passing these 
recommendations on to you. 

Yours very truly, 
Stewart W. DEVORE. 


Fort Worth, TEx., June 25, 1959. 
Hon. WILLIAM PROXMIRE, 
Chairman, Small Business Subcommittee, 
Senate Banking and Currency Committee, 
Washington, D.C. 


DEAR SENATOR PROXMIRE: I would have answered your request for comments 
on the Small Business Investment Act earlier except that I have just returned 
to my office after a 3 week absence. Although this may reach you too late to 
be considered in deliberations of the subcommittee I did, nevertheless, want 
toexpress my feelings. 

I represent a group of business associates and myself who now have before 
SBA a proposal for the establishment of a small business investment company. 
I personally have been most satisfied with the service I have received from 
both the Dallas regional office and the Washington office of SBA. I am afraid 
ra any delay in expediting our proposal has been due primarily to our own 
slowness. 

Perhaps our satisfaction with the way things have been handled stems from 
an early decision on our part that a formation of this company would require 
considerable time on our part and on the part of SBA. I certainly can see that 
if one bases his opinion on the speed with which SBA should act on all the 
enthusiasm generated by the press and others that one would be disappointed. 
I believe that many of those inquiring felt that this might be another oppor- 
tunity to make a quick buck. And further that all they needed to do was to 
submit some sketchy information to SBA and in a short period of time they 
would have in their hands a check for $150,000 of Government funds. However, 
many of them no doubt found that the impressions conveyed by the tremendous 
publicity began to dispel in light of some down to earth realities. 

I am certainly not condoning inefficiencies in expediting the act as passed 
by Congress. If there are inefficiencies they should certainly be ferreted out 
and corrected. I am saying that actually I am in a way pleased with the de- 
lay if the delay represents careful screening of proposals submitted to SBA 
to assure that licenses will be issued to those who are sincerely interested in ac- 
complishing the spirit of the act as passed by the Congress. 
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If I can be of any further assistance to you and the subcommittee I shall be 
happy to cooperate with you. 
Sincerely, 
FREDRICK G. DISNEY. 


MIAMI BEACH, FLaA., June 29, 1959. 
Hon. J. H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, 
Washington, D.C. 

Deak Sire: In response to your letter of June 24, in which you invite a state- 
ment regarding changes which should be made in the Small Business Invest- 
ment Act of 1958, I respectfully submit the following for consideration by the 
committee : 

1. Eliminate the present requirement that small businesses receiving 
equity capital must purchase stock of the investment company in an amount 
equal to 2 to 5 percent of the capital provided under section 304 of the 
act. 

2. Allow small business investment companies to provide equity capital to | 
small business concerns not only by the purchase of convertible debentures | 
but also by direct purchase of stock or any other means that the admin- | 
istration approves. 

3. Set up an insurance program similar to that of FHA to cover long 
term and equity loans to small business concerns. 

4. Exempt small business investment companies from the personal hold- 
ing company surtax under section 541 of the Internal Revenue Code. This 
section forces a closely held small business investment company to dis- 
tribute dividends to stockholders which could be used for providing equity 
capital to small business concerns. 

5. Exempt small business investment companies from the accumulated 
earnings tax under section 531 of the Internal Revenue Code. 

6. In the event that small business investment companies cannot be 
exempted from section 541 and section 531 of the Internal Revenue Code, 
then I would suggest that the committee consider obtaining an ample re 
serve-for-contingencies deduction for small business investment companies 
similar to that allowed to savings and loan associations. 

7. In the event that a secondary market on small business concerns’ 
securities does not develop, or if a Govenment-sponsored rediscounting 
agency is not acceptable to the committee, then I would recommend that ; 
a study be made of the credibility in allowing small business investment : 
companies to sell “savings certificates” (which would be an obligation of 
the small business investment company) and having such savings certifi- 
cates insured up to say $10,000 by an agency similar to the Federal Deposit 
Insurance Corporation. The purpose of the foregoing would be to give 
the small business investment company a continual supply of fresh money 
for reinvestment. 

The Small Business Investment Act of 1958 definitely fills an important need 
in our economy. I thank you for giving me this opportunity to make the above 
suggestions available for consideration by the committee. 

Sincerely yours, 

L. JacK ELL. 





THE First SMALL BUSINESS INVESTMENT Corp. or New ENGLAND, 
Boston, Mass., June 28, 1959. 
Mr. J. H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


Dear Mr. Yinetrne: Thank you for calling the attention of our company to 
the hearings soon to be held before the Senate Committee on Banking and Cur- 
rency on proposed amendments to the Small Business Investment Act of 1958. 
We appreciate this notification and also the invitation to submit testimony for 
the consideration of the committee. The First Small Business Investment Corp. 
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of New England is newly licensed and has not had operating experience sufficient 
to warrant its advising the committee constructively with regard to possible 
amendments. If similar hearings are held at some future time after we have 
accumulated operating experience, we will doubtless have suggestions and will 
welcome an opportunity to present them. 

Your invitation to make suggestions to the committee does, however, prompt me 
to advise you of one matter which is causing us some concern and which the 
committee may wish to consider as a subject for possible legislative action. That 
is the requirement that stock which a small business investment company may 
acquire in a client company must be registered with the Securities and Exchange 
Commission before it can be sold. 

A major inducement offered to the sponsors of small business investment com- 
panies is the opportunity to acquire a stock interest in successful client companies 
through the medium of convertible debentures. In order for a small business 
investment company to be a continuing source of capital to the small-business 
segment of our economy, it must sell its holdings in matured situations and rein- 
vest the proceeds anew in deserving ventures at an earlier stage of development. 
If it does not do so it becomes in effect an investment trust with a static portfolio 
and does not perform the function we believe was contemplated by the Congress 
in enacting the Small Business Investment Act of 1958. 

We do not know what changes of statute and regulation are needed to make 
it posisble for a small business investment company to sell its stock holdings 
freely without being required to have them registered. We do know that the 
present requirement of registration with its formality, expense, delay, and uncer- 
tainty looms as a major barrier to successful and profitable operation in the 
minds of those directing small business investment companies and to those 
contemplating their formation. Removal of this barrier would not only add 
much to the prospects of success of licensees but would directly aid their small- 
business clients on whom a great part of the expense of registration would, of 
course, fall. 

The existence of the registration requirement as a constriction in the normal 
operation cycle of small business investment companies is now a deterring 
factor to those contemplating the formation of a small business investment com- 
pany and may become an increasingly important one as its existence become 
better known. 

Sincerely, 
GeorGE I. Emery, Treasurer. 





HANOVER SMALL BUSINESS INVESTMENT Co., 
Charlotte, N.C., June 24, 1959. 
U.S. SENATE, 
Committee on Banking and Currency, 
Washington, D.C. 
(Attention : Mr. J. H. Yingling, Chief of Staff). 


Dear Mr. YINGLING: Thank you very much for your letter of June 18, in refer- 
ence to testimony of persons who have either been successful or unsuccessful in 
the formation and operation of small business investment company. 

We have just received our notice from the Small Business Administration to 
proceed with our application. Since we have had no operating experience, as a 
small business investment company, our suggestions are somewhat limited. 

We have received copy of the press release from Small Business Administra- 
tion, dated June 3, 1959, SBA No. 479, where Mr. Wendell B. Barnes, Adminis- 
trator of Small Business Administration, asked Congress to amend SBA Act of 
1958. We would like to say that we heartily recommend Mr. Barnes’ recom- 
mendations, or suggestions, in their entirety. 

Yours truly, 


W. D. FLINTOM. 





TEXAS CONTINENTAL INVESTMENT Co., INC.,, 
Dallas, Tewx., June 24, 1959. 
SMALL BusINEss SUBCOMMITTEE OF THE 
SENATE BANKING AND CURRENCY COMMITTEE. 
GENTLEMEN: My name is Harold L. Knop. I am president of Texas Conti- 
nental Investment Co., Inc., a Texas corporation, which was granted a license to 
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conduct a small business investment company, under the Small Business Invest- 
ment Act of 1958, by the Small Business Administration under date of June 18, 
1959. The office of Texas Continental Investment Co., Inc., is 1706 Davis 
Building, Dallas, Tex. : ; 

I respectfully submit to the committee the following suggestions and comments, 

iz: 

1. It appears to me that to effectuate the real purpose of the Small Business 
Investment Act of 1958, small business investment companies should have the 
opportunity to acquire equity positions in small businesses, without going through 
the cumbersome and time consuming procedures of first acquiring convertible 
debentures and then converting them into stock, i.e., in my poinion, small business 
investment companies shoud be given the right to initially-_purchase common or 
preferred stock in small business corporations as well as to acquire ordinary 
debentures with warrants attached. If this power is given, the debentures will 
he more marketable, thereby enabling the small business investment companies 
to have a steady flow of available cash and also retain, by retaining a portion 
of the warrants, a profit possibility. I do not recommend that the convertible 
debenture provision of the act be repealed, but that these additional rights 
be given to small business investment companies. 

2. I recommend that the mandatory provisions of the act requiring the issuer 
of convertible debentures to purchase, from the small business investment com- 
panies acquiring such convertible debentures, stock of such investment com- 
panies, in an amount equivalent to from 2 to 5 percent of the face amount of 
such convertible debentures, be eliminated. These provisions of the act should 
be eliminated for the following reasons: 

(a) To many issuers of convertible debentures, this compulsory provision 
will appear as an unnecessary loading charge, which will deprive them of 
the full amount of capital furnished by the investment companies. 

(b) The bookkeeping and paperwork incident to these transactions will 
be onerous to at least a medium-sized investment company. 

(c) Many closely held investment companies will not desire outside 
stockholders. 

3. In order to attract any considerable amount of private capital into small 
business investment companies, certain tax benefits will have to be given. The 
tax benefits currently available under existing laws are largely negative in 
effect and afford no real attraction for the investment of private capital. The 
tax benefits recommended are: 

(a) Some measure of relief from the hoiding company provisions of the 
Federal tax laws; and 

(bo) Atax credit for 15 percent of interest received. 

These two suggestions are discussed at length in paragraphs 4 and 5 hereof. 

4. If some relief from the personal holding company provision of the tax laws 
is not afforded, it will be impossible for small business investment companies, 
with a minimum number of stockholders to exist, and I do not think it was the 
intent of Congress when the act was passed, that the stock of all small business 
investment companies be widely held by the public, in fact I think the contrary 
was the intent of Congress. By the very nature of the business of small busi- 
ness investment companies, their income will be personal holding company 
income under existing law, and under the personal holding company provisions 
of the present income tax laws all of their net income will have to be declared 
out in dividends, and as a result there can be no growth through retained 
earnings. In fact the onerous and confiscatory provisions of the Personal Hold- 
ing Company Act, will even prevent the repayment by small business investment 
companies of their financial obligations to the Small Business Administration, 
unless their obligations are discharged with funds acquired from new capital 
or through liquidation. In other words, unless private capital is ultimately fed 
into the investment companies in an amount equivalent to the Government loans 
to the companies, at the maturity of the loans and Government held debentures, 
the Government will either have to renew and extend such obligations ad 
infinitum, or effect payment through liquidation of the companies, which will, 
of course, kill the entire program. The Holding Company Act prevents the 
accumulation of surplus with which to discharge debts, including debts to the 
Government. In my opinion, small business investment companies should be 
entirely exempt from the regulations of the personal holding company provisions 
of the tax laws, or in the alternative, they should at least have the right to 
retain earnings equivalent to their capital. If small business investment com- 
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panies are not entirely exempt from the provisions of the Personal Holding 
Company Act, but were allowed to retain earnings equal to their capital struc- 
ture, this would provide an added incentive to continually attract private 
capital to such companies, i.e., as each investment company’s retained surplus 
equaled its capital, to continue to receive the exemption from the personal 
holding company regulations, it would have to increase its capital structure. 
This would insure a steady flow of private capital into the companies. 

5. In addition to the relief from the Personal Holding Company Act, I think 
small business investment companies should be given the same tax benefits on 
interest received that under existing law they receive on stock dividends, to-wit: 
a credit of 15 percent of such income. Under the existing provisions of the act 
it is more advantageous to the small business investment companies to do busi- 
ness with a corporation than it is with a sole proprietorship or a partnership, 
because of the 15 percent tax credit on dividends (small business investment 
companies now receive a tax credit for 100 percent of dividend income; ordinary 
corporations receive a tax credit of 85 percent, thus the present law gives small 
business investment companies a tax credit of 15 percent on dividend income), 
whereas, if this exemption were extended to interest then the small business in- 
vestment companies would have no advantage in dealing with a corporation. 
Under existing law, the individual is discriminated against in favor of the corpo- 
ration. 

In closing, I wish to compliment the Small Business Administration for the 
speed and dispatch with which our license was granted. We filed our proposal 
on January 8, 1959. We then received our notice to proced on March 10, 1959, 
and due to conditions beyond our control and certainly not the fault of Small 
Business Administration, we did not answer the notice to proceed until June 9, 
1959. Our license was granted on June 18, 1959. 

Respectfully submitted. 


Haroitp L. Knop, President. 


LonE STAR WHOLESALE GROCERY, 


Alice, Tez., June 27, 1959. 
U.S. SENATE, 


Committee on Banking and Currency, 
Washington, D.C. 


GENTLEMEN: We are the chief proponents in an application for a license to 
organize and operate a small business investment corporation. The license is 
still pending. 

We think the minimum maturity for the final installment of a loan should 
be 3 years instead of 5 years. Many small business concerns need loans which 
they are unable to get from banking institutions, but which they are able to 
pay off in 3 years. 

We also believe that there should be no restrictions on making loans to cover 
existing indebtedness. A small business may be in trouble that could be 
cured by extending his maturities. He may not need additional capital but 
only more time to pay. For instance, we have under consideration applications 
in which the applicant may not be able to wait until we have money available 
trom the small business investment corporation, but may have to proceed on 
a temporary basis until we can make such permanent arrangements. If the 
small business investment corporation cannot refinance existing indebtedness, 
he may miss an excellent opportunity. 

On the whole, we believe that there are too many technicalities, and too much 
redtape connected with this proposition. Perhaps some of the procedure 
could be simplified without changing the purpose of the act or eliminating the 
safety factors. We think that it might be enough to limit the amount of the 
loan on investment on any one deal as has been done and eliminate the pro- 
vision regarding the loans to companies in which the chief proponents may have 
a financial interest. Banks are allowed to make loans to their directors and 
officers with the approval of the board of directors. 

Very truly yours, 


Ira H. GoBBLe. 
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MARIN-SONOMA SMALL BUSINESS INVESTMENT Co., 

San Rafael, Calif., June 24, 1959. 
Mr. J. H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DEAR MR. YINGLING: In response to your letter of June 18, 1959, we are en- 
closing a letter addressed to Senator William Proxmire. 

Our remarks of this letter are based on our own experience with the Small 
Business Investment Act of 1958. 

Please use this letter as you see fit. If Senator Proxmire, or anyone else 
concerned with the subject hearings, feels it contains evidence of value, we hope 
that it will be useful as a record in the hearings. 

More particularly, if there is any further information that we can supply 
in the assistance of these hearings, we would be very happy to answer imme 
diate requests. 

Sincerely, 
Haroitp L. Moose, Jr., 
Executive Vice President. 


MARIN—SONOMA SMALL BUSINESS INVESTMENT Co., 

San Rafael, Calif., June 24, 1959. 

Hon. WILLIAM PROXMIRE, 

Chairman, Small Business Subcommittee, Banking and Currency Committee, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR PROXMIRE: It is our privilege to respond to your remarks of 
June 15, 1959, inviting testimony relative to the proposed amendments to the 
Small Business Investment Act of 1958. 

Our experience is based on surveys and preliminary negotiations in our area 
during the past months, both with prospective investors in our proposed opera- 
tion and with loan applicants subsequent to licensing. 

Based on such experience, we concur with the remarks of Mr. Wendell B. 
Barnes on June 3, 1959, in the press release forwarded to us, covered by the 
excerpts from his testimony proposing amendments to the Small Business In- 
vestment Act. 

His first recommendation to eliminate the buyback provision would be a wel- 
comed elimination, not only to our own stockholders but to our loan applicants as 
well. In all of our negotiations, our prospects were confused and unsympathetic 
to this feature of our regulations. They had approached us for capital to meet 
their problems and could not be interested in receiving, in effect, further capital 
to meet our own situation. 

Mr. Barnes’ remarks relative to increasing the marketability of our securities, 
in our opinion, are of merit, no matter how the act may be changed. The strong- 
est single objection of prospective investors was concerned with the “freezing in” 
as a minority stockholder. Furthermore, the paramount concern of our opera- 
tions is the “merchandising” of our investment, the continuity of our own capital, 
and the real ability of the licensee to continue to supply this fine service to the 
deserving concerns of the community. 

Respectfully, 
Harotp L. Moose, Jr., Executive Vice President. 


SMALL BUSINESS IMPROVEMENT Co., 


Billings, Mont., June 28, 1959. 
Mr. J. H. YINGLING, 


Chief of Staff, Committee on Banking and Currency, 
Senate Office Building, Washington, D.C. 


Dear Mr. YINGLING: We have your letter of June 18, 1959, in regard to testi- 
fying or furnishing a statement for the hearings by the Senate Committee on 
Banking and Currency with regard to the Small Business Investment Act of 1958. 

We have only recently submitted our proposal, form 414, part I, for the forma- 
tion of a small business investment company for consideration by the Small Busi- 
ness Administration and are presently awaiting their decision on our proposal. 
As a consequence, we hardly feel qualified to offer any testimony or a statement 
as to possible desirable changes in the Small Business Investment Act of 1955, 
although we will comment on some changes that we understood have been col- 
templated. 
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In preparing our application, we have found that the various people in the 


















































59. Small Business Administration with whom we have come in contact have been 
most helpful to us and courteous in every way. We had a very definite problem 
in determining whether or not we could organize under a charter from the State 
of Montana or not. The Small Business Administration really went to work 

, on this problem for us and actually did considerable work right here in the State 

© cn: in trying to come up with a solution, with the result that we were able to go 

‘i ahead and file our proposal. This problem was probably the biggest single factor 

Small in delaying our application, and of course was peculiar to the State of Montana. 

: i We are quite sure that we would have been unable to come to a proper decision 

: on this matter without their help. 

hope The program as outlined in the Small Business Investment Act seems to be very 
well thought out and will certainly serve a real need in the small business com- 

upply munity in this area. 

mme- In a recent bulletin put out by a news service, we saw where an amendment 
had been offered that would eliminate the present requirement that small busi- 
nesses receiving equity capital from a small business investment company must 
purchase stock in the investment company in an amount equal to 2 to 5 percent 

ent. of the capital provided. We have foreseen some difficulty with this requirement 
because some small businessmen will not be able to see the reasoning behind 

- the requirement and may consider it as a “loading charge” on the part of our 
959. small business investment company. We certainly have every desire to avoid 
: any feeling by any small business man that we are engaged in any practice of 
nittee, using loading charges because that is what most of them are presently faced 
with in certain types of financing that they have been driven to. For that reason, 

rks of we are very much in favor of this amendment. 

to the We also understand from this news bulletin that the Small Business Admin- 
istration wishes to eliminate the statutory requirement that furnishing equity 

r area capital must be a primary function of small business investment companies. 

opera- Again we are in favor of this proposed change. Many small businesses that could 
use additional financing might shy away from the equity type of financing be- 

lell B. cause of their lack of understanding of this type of financing. We feel that in 

by the many cases loans of 5 years’ duration are of sufficiently long duration to enable 

ess In- many small businesses to obtain the capital they require and pay it off in an or- 
derly manner without suffering any deterioration in their working capital. 

a wel- We are looking forward with great expectancy to the formation of our com- 

ants as pany because we have realized for a long time that the lack of financing has been 

athetic very detrimental to the development of small businesses in this area and are 

‘oO meet hopeful that it will create a much healthier situation in our own region. 

capital Yours very truly, 

iti TYLER N. REYNOLDS. 
urities, 

strong- 

ing in” RoYALL, Korcer, Harris & CASKEY, 
 opera- New York, N.Y., June 25, 1959. 
capital, Re Chemelect Capital Corp., small business investment company proposal 02-0002. 
> to the Mr. J. H. YrnGLrna, 

Chief of Staff, Committee on Banking and Currency, 
‘dent. U.S. Senate, Washington, D.C. 

Dear Str: On behalf of our client, Chemelect Capital Corp., we wish to 
acknowledge and thank you for your invitation, extended in your letter of 
June 18, 1959, to give testimony before the Small Business Subcommittee of the 

is Senate Committee on Banking and Currency on the proposed amendments to 

1959. the Small Business Investment Act. 

Our client has just submitted to the Small Business Administration its defin- 
itive application for a license as a small business investment company, in re- 
sponse to the notice to proceed which we previously received, and looks forward 

to testi- to receiving its license in the near future. At this time, we wish to express 

ittee on our appreciation te the Small Business Administration for the very considerable 
of 1958. assistance it has afforded in explaining the new act and procedures to be fol- 
e forma- lowed in complying with its provisions. While there have been delays in com- 
all Busi- pleting the formation of the company, we do not think this is surprising, in view 
proposal. of the completely novel character of the governing law. 

ratement 


of 1958, 
een col 
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While our client does not desire to give testimony at the committee hearings, 
it does wish to be recorded as in favor of the proposed amendments to the law 
which would— 

1. Eliminate the requirement that a small business concern receiving 
funds from a small business investment company purchase stock of that 
small business investment company ; and 

2. Broaden the types of securities of small business concerns which might 
be purchased by a small business investment company. 

Our client is of the opinion that these proposed changes, if adopted, would 
make it easier for small business investment companies to fulfill their appointed 
function of furnishing equity financing to small business concerns. These 
changes would also have the desirable effect of permitting freedom of negotia- 
tion between the small business investment company and the small business 
concern. 

May we request that you send us a copy of the transcript of the hearings 
which you propose to hold, when they are officially printed by the Government 
Printing Office. If you cannot supply us a copy, we will attempt to obtain one 
through the offices of the Senators from New York. Thank you for your 
courtesy. 

Very truly yours, 


RoyYA.1, KorceEt, Harris & CASKEY. 


New York, N.Y., July 1, 1959. 
The SMALL BuSINESS SUBCOMMITTEE, 
Senate Banking and Currency Committee, 
Washington, D.C. 


(Attention of Mr. J. H. Yingling, Chief of Staff). 


GENTLEMEN : I received your letter dated June 18, 1959, inviting me to testify 
before the Small Business Subcommittee on the Senate Committee on Banking 
and Currency. 

I am sorry that I have not been able to prepare any memorandum prior to the 
time, but I have been so tied up that it was impossible. 

I know that this letter may arrive too late to be made part of the record. 
However, I am sending it to you in the hope that it may be of some help. 

I have no criticism to make of the present handling of applications by the 
Small Business Administration. I feel that they might have been overtechnical 
at the beginning, but it appears to me that they are now proceeding fairly ex- 
peditiously when to take into consideration the various ramifications and details 
that are necessary. However, one criticism I still would make is that it is 
my Opinion that the Small Business Administration requires unnecessary ex- 
penditures to be made by the small business investment company by way of re- 
quring fidelity bonds to be furnished by officers who have access to funds. For 
example, the principal officers in our small business investment company which 
has been organized under the name of Small Business Capital Corp. are Philetus 
Alliger and myself. All checks of the corporation are generally going to be 
signed by either Mr. Alliger or myself. Mr. Alliger was an executive vice presi- 
dent for 26 years of the Public National Bank & Trust Co. and the Bankers Trust 
Co. after the merger. I have been practicing law for upwards of 30 years in the 
State of New York. Our combined net worth is over $500,000. I thought it was 
an unnecessary expense to require Mr. Alliger or myself to furnish fidelity 
bonds. However, the examiner at the Small Business Administration felt that 
that it was essential. This I deemed to be an unnecessary expense. 

I believe, however, that there should be some amendments to the Small Busi- 
ness Investment Act regarding the purchase by small business concerns of in- 
terests in the small business investment companies which Mr. Barnes has already 
touched upon, and the exemption of small business investment companies from 
the Personal Holding Company Act. In addition to these amendments, I believe 
that it would be advantageous and would encourage the formation of small 
business investment companies if they were also exempt from any of the re- 
quirements of the Investment Company Act of 1940 and permitted to distribute 
85 percent of their earnings as an investment company without the intervention 
of corporate tax in the same manner as a regulated investment company, or else 
to permit them to report as individuals in the same manner as any other closed 
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corporation that makes the choice under the present Internal Revenue Code. The 
trouble under the present Internal Revenue Code is that corporations whose in- 
come is principally from dividends or interest on loans can now take advantage 
of the present provision, and this would cover, of course, all small business 
investment companies. 
If there is any elaboration on the above that you desire, please contact me. 
Very truly yours, 


Harry L. ScHeEIN. 
Senator Proxmire. The subcommittee will be in recess. 


(Whereupon, at 11:55 a.m., the subcommittee recessed, subject to 
the call of the chairman.) 
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MONDAY, JULY 20, 1959 
U.S. SENATE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The subcommittee met, pursuant to notice, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator William Proxmire (chair- 
man of the subcommittee) presiding. 

Present: Senators Proxmire and Sparkman. 

Senator Proxmire. The Subcommittee on Small Business of the 
Banking and Currency Committee will come to order. 

The first witness will be Mr. J. E. Welch, accompanied by Mr. 
R. H. Rumizen. 


Mr. Welch, I understand you are Deputy General Counsel of the 
General Accounting Office. 


STATEMENT OF J. E. WELCH, DEPUTY GENERAL COUNSEL, AND 
R. H. RUMIZEN, ATTORNEY, OFFICE OF GENERAL COUNSEL, GEN- 
ERAL ACCOUNTING OFFICE 


Mr. Wevcu. That is correct. 

Senator Proxmire. You are speaking on S. 2032? 

Mr. Wetcu. That is correct. 

Senator Proxmire. Go right ahead. 

I see you have a statement which you can deliver any way you wish. 
It might be convenient for us if you could summarize it. 

It is quite a short statement, is it not? Then go ahead and read 
it. It is only 31% pages. 

Mr. Wetcu. Yes. 

Mr. Chairman, we appreciate the opportunity to appear here be- 
fore you today to state our views on S, 2032. 

We submitted a formal report to your committee on S. 2032 under 
date of June 30, 1959. In the report we discussed, among other mat- 
ters, the present statutory provision relating to certificates of com- 
petency issued by the Small Business Administration. This statutory 
provision is contained in section 8(b) (7) of Public Law 85-536 and 
is as follows: 


(b) It shall also be the duty of the Administration and it is hereby em- 
powered, whenever it determines such action is necessary * * *. 

(7) to certify to Government procurement officers, and officers engaged 
in the sale and disposal of Federal property, with respect to the competency, 
as to capacity and credit, of any small-business concern or group of such 
eoncerns to perform a specific Government contract. In any case in which 
a small-business concern or group of such concerns has been certified by or 
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under the authority of the Administration to be a competent Government 

contractor with respect to capacity and credit as to a specific Government 
contract, the officers of the Government having procurement or property 
disposal powers are directed to accept such certification as conclusive, 
and are authorized to let such Government contract to such concern or 
group of concerns without requiring it to meet any other requirement with 
respect to capacity and credit; * * *. 

We are of the opinion that any doubts which may have arisen con- 
cerning the applicability of certificates of competency under this 
statute have been substantially resolved by decisions of our Office 
dated April 14, 1958, October 9, 1958, and June 24, 1959, copies of 
which are attached to this statement. 

Under the first two decisions we held that notwithstanding the 
issuance of a certificate of competency, a contracting agency has the 
authority to declare a small-business concern ineligible for an award 
of a contract on the basis that it lacks integrity, or has a consistent 
record of delinquency under prior contracts not due to a lack of 
capacity or credit, or is not a manufacturer or regular dealer as re- 
quired by the Walsh-Healey Act, or has been debarred for labor law 
violations under acts such as the Davis-Bacon Act. 

In the decision of June 24, 1959, we construed the word “capacity” 
as used in the present statute quoted above as including the overall 
ability of a prospective small-business contractor to meet quality, 
quantity, and time requirements of a procurement as to which a cer- 
tificate of competency has been issued, as well as physical plant 
capacity. 

In view of the provisions of section 8(b) (7) of the present act, as 
interpreted by our Office, we suggested in our report on S, 2032 that 
your committee might wish to reexamine the authority granted to the 
Small Business Administration by that section in the light of the 
responsibilities imposed on procurement agencies by the Armed 
Services Procurement Act and title ITI of the Federal Property and 
Administrative Services Act. These acts expressly require the mili- 
tary and civilian agencies of the Government to award their con- 
tracts to “responsible” bidders. 

Although we did not comment specifically in our report on the 
language changes proposed by section 2 of the bill, we indicated that 
the requirement, even under the present statute, that a certificate of 
competency issued by the Small Business Administration must be 
accepted by the contracting agency as conclusive without requiring 
the small-business concern involved to meet any other qualifications, 
may be too broad in that it leaves little or no discretion in the pro- 
curement agency to determine the small-business concern’s respon- 
sibility. 

Our doubt in this regard arises from the fact that the procurement 
agencies are charged by statute with the basic management respon- 
sibilities in the contract area, including the duty to administer con- 
tracts in the interests of the Government, and, as pointed out in our 
report on the bill, the almost complete substitution of the judgment 
of the Small Business Administration for that of the procurement 
agency making the contract would seem to result in a restriction of the 
latter’s authority without a corresponding reduction in its respon- 
sibility to administer the contract. 
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Whether such a restriction should be imposed upon the procuring 
agencies is a policy matter for determination by the Congress, of 
course. However, there is one paramount consideration ; that is, it is 
essential under the law and in the interest of sound contracting pro- 
cedures that Government agencies award their contracts to qualified 
concerns who are capable of rendering, and reasonably may be ex- 
pected to render, satisfactory performance. 

We believe, therefore, that the contracting agencies should have a 
part in making determinations of responsibility of small business con- 
cerns, at least to the extent of having the final authority to pass upon 
elements of responsibility other than the adequacy of credit and physi- 
cal plant capacity and facilities. 

This concludes our formal statement, Mr. Chairman. We will be 
glad to answer any questions you may have. 

Senator Proxmire. The decisions attached to your statement will 
be inserted in the record at the end of your oral presentation. 

Mr. Welch, this provision has been in the law since when? 1953? 

Mr. Wetcu. I am not sure of the year in which it was enacted, Mr. 
Chairman. 

Senator Proxmire. You are complaining about what is provided in 
the law rather than how this has been administered by the Small 
Business Administration ? 

Mr. Wetcu. Yes; that is correct. 

Senator Proxmire. Do you feel that there has been no abuse of the 
discretion that is implicit in this provision by the Small Business 
Administration ? 

Mr. Wetcu. I think it is correct to say that we have not noticed any 
abuse of the authority as granted. 

Senator Proxmmre. I worded that badly. What I meant to say 
is that we have had this provision in the law since 1953 and there is 
no history—at least that is documented in your experience—of un- 
qualified businesses handling Government business because of this 
provision in the law ? 

Mr, Wetcu. Not that we are aware of. There have been cases 
that have come to our attention involving complaints of companies 
who were not given certificates of competency when they felt that 
they should have been. We have looked into them and usually have 
agreed with the Small Business Administration. 

Also we have received complaints from the procuring agencies 
that the Small Business Administration had certified companies which 
they would prefer not to give a contract to because they felt they were 
irresponsible. 

Senator Proxmire. Has there been any followup of that later, that 
latter experience? 

That is, the procurement agencies finding firms that were not in 
their judgment responsible getting contracts and then giving a per- 
formance that was unsatisfactory ? 

Mr. Wetcr. We do not know of any such case. 

The latest decision on such a case is one of those that is attached 
here to this statement, the third decision. 

How that is working out from a performance standpoint we do not 
know as yet. 

Senator Proxmire. You say you looked into some of these cases? 
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Mr. Wetcu. Yes, sir. 

Senator Proxmire. What happened 4 

Mr. Wetcnu. Well, in every case I believe we have agreed with the 
Small Business Administration action, or at least we have not felt 
we were in a position where we could disagree with their determina- 
tion. 

Senator Proxmire. Then you are complaining, it seems, about a 
theory rather than a fact. If we assume that we are going to continue 
to have the kind of judgment and discretion and so forth that we have 
had on the part of the Small Business Administration, there is no 
serious problem here for the Government? Or is there? 

Mr. Wevcu. Well, our complaint is from a management standpoint. 

We feel that it is not good management to place the responsibility 
of determining with whom a procurement agency should deal with in 
an agency other than that particular agency—that is, not final author- 
ity- “because the procuring agency may have reasons by virtue of the 
fact that they are closer to the scene or have had past dealings with 
a particular company that would be legitimate reasons for disregard- 
ing a bid of a small business concern but nevertheless be required to 
give that concern the contract because it is a small business, because 
the Small Business Administration has issued a certificate. 

That is our concern. 

Senator Proxmie. You understand, I am sure, that one of the 
reasons perhaps for Congress doing this is because of the feeling that 
small business is at a disadvantage for a number of reasons in this 
kind of situation. They cannot hire the kind of personnel to make 
the representation for them that would be most effective. They do not 
have the record of experience with the Government that larger busi- 
ness has. Often they are new. 

And for this reason it is the feeling of Congress that they ought 
to have some kind of agency here that is their champion. 

If no abuses can be shown on the basis of 5 or 6 years of experience, 
I am just wondering how seriously Congress should take this proposal 
to change the law and perhaps deprive small business of an oppor- 
tunity to have a defender or be put in a somewhat favroable position 
compensating for their disadvantages ? 

Mr. Wetcu. I understand your point. 

Senator Proxmire. If the Defense Department has some informa- 
tion on a lack of responsibility or qualification of a small-business 
bidder, would not the Defense Department make this available to 
SBA before the SBA makes its finding? Could they not do this? 
Is this not a matter of course ? 

Mr. Wetcu. They certainly could do that, and I would imagine 
they probably would. 

I might say — respect to my statement that we do not know of 
any abuses or any cases which have backfired; we only get into this 
type of case when we do get a complaint, so there could be many cases 
that we would not know about. 

Senator Proxmire. There would be no person or no group of people 
in Defense who could have made a study of this, who would have any 
experience with bad performance ? 

Mr. Wetcu. There might be, Mr. Chairman. 
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Senator Proxmire. Can you suggest anyone who could give us in- 
formation on this kind of thing so we would have some basis for 
judging it ? 

Mr. Wetcu. It may be that the Defense people, who are here today 
to testify, I understand, do have such information. 

Senator Proxmire. All right, fine. 

Thank you very much. 

Mr. Wevcu. Thank you. 

(The material referred to earlier follows:) 


3-139366 COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, June 24, 1959. 

Dear Mr. SEcRETARY: Reference is made to a letter dated June 9, 1959, with 
enclosure, from the Assistant Secretary of the Army (Logistics), furnishing 
the report requested by our Office by letter of April 27, 1959, in connection 
with the protest of Ameco Electronic Corp. against the award of a contract to 
any bidder other than itself under invitation for bids No. SC-86—039-59-1651- 
A3, issued on January 14, 1959, by the Signal Supply Agency. 

The invitation requested bids, under a small-business set-aside, for the 
furnishing of a quantity of frequency meters (AN/URM-80) ranging from 
262 to 1,150 each. In response thereto, bids were received from six prospective 
contractors. Upon the opening of bids on February 10, 1959, the lowest ap- 
parent bid in the net total amount of $509,821 was submitted by Ameco. The 
Lavoie Laboratories, Inec., submitted the next lowest net total bid in the amount 
of $514,639. Since Ameco was considered delinquent by the contracting offi- 
cer in the performance of a current contract (No. DA-36—039-SC—74669) for 
287 AN/URM-S0 frequency meters, Ameco’s bid was submitted to the contractor 
evaluation board of the Signal Supply Agency on February 18, 1959, for a pre- 
award qualification determination. On March 11, 1959, the board determined 
that Ameco was not responsible due to deficiencies in past performance, tech- 
nical ability and finances, including a lack of “know how.” The contracting 
officer concurred in this determination of nonresponsibility. 

Pursuant to the provisions of section 1—-705.6 of the Armed Services Pro- 
curement Regulation, and since the contracting officer reported that he could 
not disprove the possibility that Ameco’s poor past performance was due to 
its lack of technical ability and financial resources, the low bid of Ameco was 
submitted to the Small Business Administration (SBA) on March 12, 1959, 
for consideration as to whether a certificate of competency should be issued 
to Ameco. SBA issued a certificate of competency to Ameco on March 27, 
1959. As the result of an informal meeting with representatives of SBA and 
the procurement agency on April 6, 1959, the certificate was reviewed and re- 
considered by SBA. The certificate was reaffirmed by SBA and the con- 
tracting officer was so advised on April 15, 1959. However, it is the opinion 
of the Department of the Army that the certificate of competency issued by 
SBA to Ameco is not conclusive upon the contracting officer since such ele 
ments of responsibility as experience, skill, know-how, technical knowledge, 
quality of production, qffuality of personnel, judgment, and sound business 
management of a prospective contractor are not within the purview of the 
certificate of competency. That is to say, the Department views the certifi- 
cate as going only to the credit and the physical capacity of a prospective con- 
tractor to perform. 


Section 8(b)(7) of Public Law 85-536, approved July 18, 1958, empowers the 
SBA— 

“(7) to certify to Government procurement officers, * * *, with respect 

to the competency, as to capacity and credit, of any small-business concern 

* * * to perform a specific Government contract. In any case in which a 

small-business concern * * * has been certified by or under the authority of the 

Administration to be a competent Government contractor with respect to 

capacity and credit as to a specific Government contract, the officers of 

the Government having procurement * * * powers are directed to accept 

such certification as conclusive, and are authorized to let such Government 

contract to such concern * * * without requiring it to meet any other re- 

quirement with respect to capacity and credit; * * *.” [Italic supplied.] 

In support of the Department’s opinion, it is contended that an interpretation 
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of the term “capacity” as used in the above-quoted provision to include all ele- 
ments of responsibility set forth in section 1.903.1 of the ASPR not only would be 
in conflict with 10 U.S.C. 2305(c) and prior decisions of our Office but if al- 
lowed to prevail could impair the ability of the military departments to properly 
perform their mission of safeguarding the national security. In that connection, 
reference is made to the legislative history of the Armed Services Procurement 
Act of 1947 wherein the cognizable committees of the Congress indicated that 
the procurement agencies are best qualified to evaluate whether a bidder is a 
“responsible bidder” on the basis of his experience, size, technical organization, 
reputation, financial resources, and other factors. It is, therefore, concluded 
that such legislative history is a clear indication that the term “responsible 
bidder” was meant to encompass more than mere “capacity.” It is further con- 
tended that such view is in accord with decisions of our Office wherein it was 
held that procurement officers are required to consider not only the financial 
resources of a bidder but also judgment, skill, integrity, fitness, capacity, and 
ability, citing 26 Comp. Gen. 676; 30 id. 235; 33 id. 549; 34 id. 86. 

In particular, attention is directed to the decision reported at 37 Comp. Gen. 
676, which held, in effect, that a certificate of competency is not determinative 
where a bidder is found not to be qualified for reasons other than capacity and 
credit as, for example, lack of integrity or a consistent record of default, and 
to the decision of February 24. 1959, B—138233, wherein it was held that a bidder's 
deficiencies in the area of business practices are not subject to certification of 
competency by SBA. 

We do not believe that it is appropriate or necessary to discuss or attempt to 
resolve the conflict between the Department’s determination that Ameco is not a 
responsible bidder and the determination made by the SBA as evidenced by the 
certificate of competency issued to Ameco. The only question involved here is 
whether the term “capacity” as used in section 8(b)(7) of the Small Business 
Act includes all those elements of responsibility relating to the overall technical 
ability of a prospective bidder to produce the end item called for by the invitation 
for bids. 

As stated on page 2 of the report from your Department, the Congress intended 
by enacting the Armed Services Procurement Act of 1947 to encourage the ex- 
ercise of judgment by contracting officers to determine the responsibility of pro- 
spective contractors through an evaluation of their experience, size, technical 
organization, reputation, financial resources, and other factors. The obligation 
and right of contracting officers to exercise this discretionary authority long has 
been recognized by the courts and our Office. See 27 ALR 2d 906 and annotations 
collected under note 5 thereof; United States Wood Preserving Company v. 
Sundmaker (186 F. 678; 37 Comp. Gen. 430; 36 id. 42; 30 id. 235). While the 
1947 act, now codified in 10 U.S.C. 2301, et seq., vested in the contracting officer 
the entire responsibility to determine the qualifications of prospective con- 
tractors, the later enactments of small business legislation culminating in the 
enactment of the Small Business Act, Public Law 85-536, limited that discre- 
tionary authority with respect to the competency, as to capacity and credit, of 
a small business concern competing for a Government contract. Certainly there 
ean be no question that the obligation or authority of a contracting officer to 
determine the financial resources of a small business bidder does not exist where 
a certificate of competency has been issued to such bidder. 

The word “capacity” as used in section 8(b)(7) of Public Law 85-536 is not 
defined therein nor is any light shed upon its intended meaning by the legislative 
history of that act. It is defined by standard dictionaries as “legal qualifica- 
tion,” “competency,” “power, or fitness.” The term also has been defined as 
synonymous with “ability.” The Congress first recognized the need for Govern- 
ment assistance to small business at the beginning of World War II. In the 
Senate hearings before the Committee on Banking and Currency on S. 2250, 77th 
Congress, 2d session, Senator James E. Murray, then chairman of the Senate 
Small Business Committee, testified as follows on page 11: 

“Senator Murray. Well, of course, this Division of Small Business Production 
that would be set up in the War Production Board would make a study of the 
particular plant, its tools, and its capacity, and would be able to determine 
whether or not it could participate in war production: and, having determined 
that it could—and of course it would be advised by expert engineers and tech- 
nical experts—and if it was found that it was capable of manufacturing things 
for war purposes then that Division would certify that plant as competent to take 
a contract, and the procurement officers would be authorized to deal with them. 
Also, if it was found, after that Division had made an examination and investiga- 
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tion of the plant, that it required a certain amount of necessary financing in 
order to enable it to get the necessary tools to perfect its plant so as to take 
war contracts, it would be entitled to a loan for that purpose which the loaning 
Division would be directed to extend. 

“Senator RapcLirFe. Would the discretion be entirely in the Division of Small 
Business Production—because the language of the last part of the section states 
that they shall be ‘authorized to let Government procurement contracts to such 
concern without requiring it to meet any other requirements with respect to 
capacity or credit.’ 

“Senator Murray. Well, with respect to capacity or credit. 

“Senator Rapciirre. Capacity or credit. 

“Senator Murray. That is to say, if the investigation showed it had the ma- 

chinery there to turn out a contract, why, those procurement officers should not 
reject it and refuse a contract merely because it did not have a credit standing, 
and so forth; this Board would determine whether it had the capacity and the 
credit, and when it certified that to the procurement officers the procurement 
officers should consider it as a war industry and should undertake to contract 
with it.” 
See, also, to the same effect, pages 36 through 38 of the House hearings on 
S. 2250 and H.R. 6975 before the Committee on Banking and Currency on 
April 27, 1942. §S. 2250 was enacted as Public Law 603 (56 Stat. 351), .and 
section 2 thereof provided that the Chairman of the War Production Board 
was directed— 

“(6) to certify to Government procurement officers with respect to the 
competency, as to capacity and credit, of any small-business concern or 
group of such concerns to perform a specific Government procurement con- 
tract ;” 

Section 3 of that act made the certificate of competency conclusive on pro- 
curement officers, 

Officials of the Small Defense Plants Administration testifying on behalf of 
H.R. 5141, 83d Congress, Ist session, which was enacted as Public Law 163, 
title II of which was the Small Business Act of 1953, 67 Stat. 232-240, stated 
on page 197 of the Senate hearings that the certificate of competency covers 
“* * * the ability to produce, and on time, in the quality and quantity desired 
* * *” The Department of Defense by letter of May 21, 1953, to the chairman 
of the Senate Committee on Banking and Currency made the following state- 
ment regarding certificates of competency contemplated by the proposed legisla- 
tion: 

“Under section 13 procurement officers would be required to accept the new 
agency’s certification of capacity and credit as conclusive. This would perma- 
nently remove from procuring officers the power to determine these essential 
contractual elements while they nevertheless retained responsibility for the 
results of their procurement operations. It is not believed that such a division 
of responsibility is warranted or desirable on a permanent basis.” 

However, the Congress enacted H.R. 5141 as Public Law 163 and it was 
specifically provided in section 212 thereof that SBA was directed— 

“(d) to certify to Government procurement officers with respect to the com- 
petency, as to capacity and credit, of any small-business concern or group of 
such concerns to perform a specific Government procurement contract ;” 

-articularly significant is the following statement of Representative Patman 
on page 9154 of the Congressional Record for July 30, 1951, wherein he discussed 
the Small Defense Plants Administration authority to insure certificates of 
——w under the Defense Production Act Amendments of 1951 (65 Stat. 

42): 

“* * * This group, the Small Defense Plants Administration, will be able to 
investigate the credit standing and the ability to perform of any concern in the 
United States for a rating for that concern, and whatever this agency says 
about the credit standing and the ability to perform will be taken as conclusive 
by any agency of our Government, and that is a very valuable feature, I must 
insist. Like it is now, when a procurement agency is anxious to let a contract 
of some kind for the manufacture of an essential war machine, what does the 
procurement officer do? Just like you would do or just like I would do. He 
gives it to a big concern like General Motors or General Electric, a concern 
about which there is no doubt as to its ability to perform or as to its credit 
rating. Then if there is some mistake made about that contract you cannot 
blame the procurement officer becomes he used good judgment, whereas if he 
had taken your concern in your district, which is just as good as any little con- 
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cern in the world could possibly be, and whose credit rating is good and whose 
ability to perform is excellent, and then something happened, the procurement 
officer would be blamed. But, that is the object of this provision, and that is to 
place the responsibility in any agency to certify financial standing and ability 
to perform which shall be conclusive to that procurement officer. Then if he 
gives it to the small concern, nobody can criticize him. He is not vulnerable, 
and I think that is an excellent provision.” 

In view thereof, we are of the opinion that “capacity” as used in section 
8(b) (7) has reference to the overall ability of a prospective small-business con- 
tractor to meet quality, quantity, and time requirements of a procurement as to 
which a certificate of competency has been issued to the small-business concern. 

The decisions of our Office relied upon in support of the position of your De- 
partment, such as 26 Comp. Gen. 676, 30 id. 235, 33 id. 549, and 34 id. 86, did not 
involve cases wherein certificates of competency were issued to a prospective 
contractor, but rather involved situations wherein the contracting officer solely 
was responsible to determine whether the various elements of “responsibility” 
were met by a prospective contractor. In 37 Comp. Gen. 676 we cited specific 
elements of “responsibility,” but none of those illustrative elements included 
ability to perform, organization, technical skills, know-how, or technical equip- 
ment or facilities. Hence, the decisions upon which you rely are not deter- 
minative of the problem here involved. In B-138233 dated February 24, 1959, 
we held that the finality of a certificate of competency does not extend to lack 
of integrity and a consistent record of default under prior contracts. It was, 
therefore, concluded that deficiencies in the area of business practices are not sub- 
ject to certification. However, the deficiencies there involved went to the business 
ethics of the prospective contractor and not to business management. 

Accordingly, it is our view that elements of responsibility relating to Ameco’s 
ability to perform, experience, skill, know-how, technical knowledge, ete., are 
included within the certificate of competency issued to Ameco. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 
The Honorable the Secretary of the Army. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, D.C., October 9, 1958. 
B-135444. 
B-135504. 
Hon. WENDELL B. BARNES, 
Administrator, Small Business Administration. 


DeAR Mr. BARNES: Reference is made to your letter dated August 12, 1958, 
inviting attention to certain language contained in our decision of April 14, 1958, 
B-135444 (37 Comp. Gen. 676), and advising that certain procuring agencies are 
construing such language to mean that it would be illegal to honor a certificate 
of competency issued by your Administration pursuant to section 8(b) (7) of 
Public Law 85-536 (72 Stat. 384 (formerly secs. 212(d) and 213(a) of the Small 
Business Act of 1953)), if the low bid of a small business concern is rejected 
because of prior delinquencies or defaults, even though such delinquencies are 
viewed only as indicating that the bidder does not have the present capability 
in terms of capacity or credit to perform the work. 

Your letter quotes our decision of April 14, 1958, in pertinent part, as follows: 

“* * * we think such provision (sec. 213) must be construed as controlling 
only insofar as it conflicts with a determination by a procurement officer as to 
the capacity or credit of a bidder. However, if a bidder is found not to be 
qualified for other reasons, as for example * * * a consistent record of default 
* * * in our view the certificate * * * would not be determinative * * *” 
(Italic added.) 

You advise that you do not interpret this language as implying or justifying 
the conclusion that the question of capacity and credit of a small business con- 
cern and the past performance of such concern are necessarily unrelated, and 
you, therefore, ask to be advised as to whether you are correct in your belief 
that the reference in our decision to prior defaults was not intended to, and 
should not be interpreted as, authorizing procurement officials to refuse to make 
an award to a small business concern because of the concern’s prior defaults or 
delinquencies if the concern holds a certificate of competency issued by your 
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Administration and the defaults or delinquencies are viewed only as reflecting 
on the concern’s present capability, for capacity or credit reasons, to perform 
the contract. 

Since our decision of April 14, we have had occasion in a decision dated May 
28, 1958, B-135718 (37 Comp. Gen. 798), to consider one aspect of the question 
you present. In that case a small business concern protested a decision of the 
contracting officer that the concern could not be regarded as a responsible bidder 
because of unsatisfactory performance on current contracts at another Gov- 
ernment installation. The concern protested such determination, basing its 
protest in part upon a contention that it was incumbent upon the contracting offi- 
cer to submit the question of competency to your Administration and to be guided 
in determining the concern’s eligibility for award by your determination as to 
whether a certificate of competency should be issued. In response to such con- 
tention we pointed out that, while determinations by your Administration with 
respect to a small business concern’s capacity and credit were conclusive upon 
contracting officers, no question as to the concern’s competency in that respect 
had been raised in evaluating the bid, and it was our opinion that where a bidder 
is found not to be responsible because of prior unsatisfactory contract perform- 
ance which the contracting officer does not attribute to lack of capacity or credit, 
the question of competency need not be submitted to your Administration. We 
believe his decision correctly interprets the applicable statutes where it is the 
considered opinion of procurement officials that a small business concern’s un- 
satisfactory prior performance was attributable to causes other than inadequate 
capacity or credit. 

However, we must agree with your statement that our decision of April 14 
(or our decision of May 28), should not be interpreted as justifying a conclusion 
that questions of capacity and credit and questions of past performance are 
necessarily unrelated. Conceivably, a contracting officer in evaluating past 
performance of a small business concern could conclude that unsatisfactory 
performance was attributable solely to inadequate capacity or credit. This ap- 
pears to be the situation which has given rise to your question, and under such 
circumstances it is our opinion that a certificate of competency issued by your 
Administration would be conclusive on the question of present capacity and 
credit, and that rejection of the concern’s bid and refusal to make an award 
solely because procurement officials were of the opinion that the concern’s lack 
of capacity or credit resulted in unsatisfactory performance of prior contracts 
would, in the absence of circumstances such as are contemplated by ASPR 
1-705.6(b) (A), be unauthorized without first referring the question to your 
Administration. In this connection, see paragraph 1-—705.6(b) of the Armed 
Services Procurement Regulation and section 209.23b1(d) (3), General Services 
Administration Manual GS 5, volume GS 5-1. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, April 14, 1958. 
B-135444 
Hon. Cuet HOvIFIELD, 
Chairman, Military Operations Subcommittee, Committee on Government Opera- 
tions, House of Representatives. 

DEAR Mr. CHAIRMAN: Further reference is made to your letter of March 6, 
1958, concerning the authority of the Small Business Administration to deter- 
mine bidder qualifications in relation to other procurement statutes, such as the 
Walsh-Healey Public Contracts Act, the Armed Services Procurement Act, the 
Federal Property and Administrative Services Act. 

Specifically, you refer to the statutory authority of the Small Business Admin- 
istration to certify to Government procurement officers with respect to the com- 
petency, as to “capacity and credit,” of a small business concern to perform a 
specific Government contract, as provided in section 212(d) of the Small Busi- 
hess Act (67 Stat. 238, 15 U.S.C. 641), and to section 213 (15 U.S.C. 642), which 
makes the Administration’s certification of a bidder’s competency “conclusive” 
upon the procurement officers of the Government. You request our opinion as to 
whether this latter statutory provision has the effect of superseding or over- 
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riding determinations by Government procurement officers pursuant to the statu- 
tory requirements for bidder and contractor qualifications. 
While both the Armed Services Procurement Act (10 U.S.C. 2305), and the 
Federal Property and Administrative Services Act (41 U.S.C. 253), require that 
awards of Government contracts be made to “responsible” bidders, neither act 
defines the word “responsible.” However, inosfar as the Military Establishment 
is concerned, the requirements for eligibility of a prospective Government con- 
tractor are set forth in the Armed Services Procurement Regulation, as follows: 
“ASPR 1-201.9 Sources of supplies. 
“(a) Sources of supplies shall include only (i) manufacturers, (ii) construc- 
tion contractors, and (iii) regular dealers in the supplies to be procured. A 
‘regular dealer’ shall be deemed to be any one of the following: 
“(1) a person or firm who owns, operates, or maintains a store, ware- 
house, or other establishment in which the materials, supplies, articles, or 
equipment of the general character described by the specifications and re- 
quired under the contract are bought, kept in stock, and sold to the public 
in the usual course of business. 

“ASPR 1-307 Responsible prospective contractor. 

“Prior to the award of any contract for supplies or services the contracting 
officer shall determine that the prospective contractor is responsible. * * * A 
responsible contractor is one which meets all of the requirements set forth 
below : 

“(a) is a manufacturer, construction contractor, or regular dealer, if the 
contract or order calls for supplies : 

“(b) has adequate financial resources, or ability to secure such resources; 

“(c) has the necessary experience, organization, and technical qualifica- 
tions * * * to perform the proposed contract ; 

“(d) is able to comply with the required delivery or performance schedule 
(taking into consideration all existing business commitments) ; and 

“(e) has a satisfactory record of performance, integrity, judgment, and 
skills.” 

The criteria for determining the eligibility of a proposed contractor with the 
General Services Administration are set forth in section 209.23, Manual GS 5, 
volume GS 5-1, Purchase Operations, as follows: 

“Determining the responsibility of bidders. The contracting officer shall de- 
termine, prior to award of contract, whether the bidder qualifies as a responsible 
bidder with respect to the contract being considered. * * * 

“a. Criteria for determining if a bidder is responsible. 

“1. In determining whether the bidder is a ‘responsible bidder,’ the contracting 
officer must consider whether the bidder satisfies all of the following require- 
ments : 

“(a) Has adequate financial resources to complete the proposed contract; 

“(b) Has the necessary experience, organization, technical qualifications, 
and facilities to perform the contemplated contract ; and 

“(c) Is otherwise qualified and eligible under applicable law and regula- 
tions. 

“2. The contracting officer also shall consider other pertinent factors such as 
reputation, indicated lack of integrity, or failure to fulfill previous contractual 
obligations of a similar or comparable nature * * *.” 

In that connection, we consistently have held that the question of the qualifica- 
tions of a proposed contractor primarily is for determination by the administra- 
tive officers concerned, and such determination will not be questioned by us in 
the absence of a clear showing of bad faith or lack of a reasonable basis therefor 

(387 Comp. Gen. 480; 36 id. 42). Also, we have held—as have the courts—that 
the word “responsible” imports something more than pecuniary ability, and in 
the selection of the lowest responsible bidder public officers are required to 
consider not only the financial resources of the bidder but also his integrity, 
fitness, capacity and ability to perform (see 34 Comp. Gen. 86: 30 id. 235; 
28 id. 662 ; 26 id. 676). 

The Walsh-Healey Public Contracts Act of June 30, 1936 (49 Stat. 2036, 41 
U.S.C, 35), requires that there be incorporated into Government contracts ex- 
ceeding $10,000 in amount a stipulation that the contractor either is the “manu- 

facturer” of or a “regular dealer” in the articles of sale. In his “Rulings and 
Interpretations No. 3 (Walsh-Healey Public Contracts Act)” issued April 30, 
1953, the Secretary of Labor caused to be promulgated the following rule: 

‘Sec. 29(a). The responsibility of determining whether or not a bidder is 

qualified as a manufacturer or as a regular dealer under the Public Contracts 
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Act rests in the jirst instance with the contracting agency. However, any deci- 
sion which the contracting officer might make is subject to review by the De- 
partment of Labor which is charged with the administration of the act. * * *” 
[Emphasis supplied. ] 

Also, the Walsh-Healey Act provides in section 3 (41 U.S.C. 37) for the de- 
barment from Government contracts of persons or firms found by the Secretary 
of Labor to have breached any of the agreements or representations required by 
the act. Moreover, under section 3 of the Davis-Bacon Act (40 U.S.C. 276a—- 
2(a)), persons or firms found by the Comptroller General of the United States 
to have disregarded their obligations to employees and subcontractors likewise 
are debarred from Government contracts. 

Since by its terms section 213 of the Small Business Act makes conclusive 
the Administration’s certification of a small business concern as competent with 
respect to “capacity and credit,’ we think such provision must be construed as 
controlling only insofar as it conflicts with a determination by a procurement 
officer as to the “capacity or credit” of a bidder. However, if a bidder is found 
not to be qualified for other reasons, as for example lack of integrity or a con- 
sistent record of default under prior contracts; or if he is found not to be a 
“manufacturer” of “regular dealer,” or is debarred from Government contracts 
under the statutes above cited, in our view the certificate of competency, being 
limited by statute to “capacity and credit,’ would not be determinative of the 
award to be made. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 

Senator Proxmire. I am going to take the liberty of skipping over 
to another bill for the moment. We had initially postponed the ap- 
pearance of Mayor Dilworth because Senator Clark was expected 
here, but Senator Clark will not be here because something happened 
to his train. So I am going to ask Mayor Dilworth to appear on 
another bill, if he would like to appear at the present time. 


STATEMENT OF RICHARDSON DILWORTH, MAYOR OF PHILA- 


DELPHIA, ON BEHALF OF THE AMERICAN MUNICIPAL ASSOCIA- 
TION 


Mayor Dirworrn. Thank you. 

Senator Proxmrre. Mayor Dilworth, you are representing the 
American Municipal Association on this bill ? 

Mayor Ditworrn. That is right, Senator Proxmire. 

Senator Proxmire. Thank you, sir. 

Mayor Drtworrn. Thank you very much. 

I am here on my own behalf as mayor of Philadelphia and also 
as a member of the executive committee of the American Municipal 
Association, both on behalf of S. 1777, sponsored by Senators Clark 
and Javits, and S. 1340, sponsored by Senator Humphrey. 

The Clark-Javits bill, as you know, is for loans to small-business 
concerns which suffer economic injury due to urban renewal and re- 
development projects. The Humphrey bill is the same kind of aid 
for small-business concerns affected by federally aided highway con- 
struction programs, These are both tremendous problems with us. 

As you know, the big cities are now undertaking on their own, and 
usually with Federal and State aid both, these tremendous redevel- 
opment projects. 

Our own Eastwick project, which is now underway, will result in 
the moving of some 20,000 people, actually bringing in virtually a 
new city in that area within a city of 50,000, plus a 1,200-acre indus- 
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trial park over and above the 1,250 acres on which the new city with- 
ina city will be built. ; 

In addition to that, the Federal and State highway programs this 
past 2 years, and even more rapidly next year, will be displacing many 
thousands of people and a great many businesses. : 

We estimate that next year alone the redevelopment. projects will 
knock out of their present locations some 250 small businesses and 
that the highway projects, State and Federal, largely the Federal 
ones, will knock out about 100 of these small businesses. ~ 

The relocation money, as you know, is limited to $2,500. There is. 
of course, no provision for good will. It does work a tremendous 
hardship in many cases. 

We have had very good cooperation. The chamber of commerce 
has actually formed a nonprofit corporation in partnership with the 
city which I think is the only case where that has been done, showing 
sort of the lion and the lamb lying down together. 

We have been working in very close harmony with the chamber 
to try and help these firms that have to be relocated, particularly the 
smaller ones. The banks have shown amazing civic spirit in trying 
to extend loans and help them. But there are many, many of these 
coneerns that really cannot qualify for the kind of loans that they 
really need to relocate. 

Typical, of course, as you probably know, sir, in the Eastwick area; 
for instance, you will have a small barbershop that has a total of 
three men in it that has been established down there for about 25 
vears. Now homes and other things are being pulled down around it. 
It has already lost a great deal of its business. The whole problem 
of relocating and financing itself during the relocation period is very 
serious, in addition to which, wherever this shop moves to, it has got 
to rebuild its business, rebuild its good will, and so forth. 

That is true of so many of these small businesses which have become 
established in particular neighborhoods over many years and where 
the redevelopment project just does not really admit itself to the 
continuation of this kind of business in the immediate vicinity, with 
the result that the business really has to look elsewhere. 

One of the most serious problems that they have, we think, is this 
problem not only of getting a new location, the expense of getting a 
new location, but carrying themselves through the interim period 
when there will be very little business coming in to them—as you 
can imagine will be the case with the barbershop or the delicatessen 
or other small service shops of various kinds having to go into new 
areas. 

As I say, the cities themselves I think have been doing everything 
that they can in this situation. 

We, as you know, have greatly increased our taxes. Our own taxes 
have gone up 40 percent in the last 8 years. We are working, as I 
have said, very closely with business and civic groups like the chamber 
of commerce, and they have been very helpful. The banks have been 
very helpful and actually extremely civic minded in this situation. 

All that has helped a lot, but it still leaves many, many cases where 
neither our process of helping to relocate them nor, what loans the 
banks can make them come anywhere near really meeting the problem, 

It is generally estimated by the American Municipal Association 
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that in the next year there will be about 50,000 of these small busi- 
nesses all over the country that are going to be affected. 

Today, in a generation when these small businesses are being gob- 
bled up fairly rapidly anyway, it seems an absolute shame that le 

cannot get some help along this line that will permit them to tide 
themselves over this very serious period after they have relocated. 

That is about what it boils down to, sir. That is simply an informal 
summary of the statement. 

Senator Proxmire. I think you make a mighty persuasive plea for 
some kind of more fair treatment other than ‘they are getting now. 

What I am wondering about, Mayor Dilworth, is w vhether or not 
the Small Business Administr: ation, or the Small Business Act, is the 
way to do it. I am just wondering whether it would not be fairer 
to everybody concerned and wiser and more logcial to have the urban 
renewal laws and the highw ay laws take care of this kind of problem. 

As I understand it, the urban renewal law now compensates people 
fully for condemned property and for loss of land and so forth. Is 
that not correct ? 

Mayor Ditwortn. Well, they receive the market value. Of course, 
particularly these big new projects have brought out that very fre- 
quently market value works a great hardship. both on homeowners 
and on small businesses, and there in the long run should be a study 
made to see whether in certain cases the actual reproduction value 
should not be considered and be taken into consideration. 

In addition to which at the present time a business that is a renter 
is in very difficult shape. The only thing that they get is their moving 
costs. Those are limited to $2,500, which usually does not meet their 
moving costs. 

So that the businesses that have been renters are usually harder 
hit than the others, because, by and large, I think it is fair to say it 
is fair to say and has to be admitted that the redev olpment author ity— 
and if they do not do it, a jury does it—will give better than ‘the 
actual market value. It is sort of like your accident case, don’t you 
know. No matter what the law may be, your jury will realize that 
these people really do need a bit of a cushion and they will usually 
goa bit further. 

We figure, going back over past records, that, by and large, on an 
average in projects, the price that is given the people is from 110. to 
120 percent of market value, so there is a little bending there. 

But we actually think that if and when the Congress can get 
around to study of those whole questions there should be some thought 
given in cer tain cases to reproduction costs. 

And then, of course, the moving costs we think are too low both 
for individual families and businesses. It is now $200 for a family 
and $2,500 for a business, and we think both are really too low. 

Then there is this bad interim period when, after they have moved, 
they have got to try and build up their business again. 

Senator Proxmie. What I am concerned about is that this seems 
to be a way of guaranteeing at least a degree of discrimination. You 
said there were some 50,000 businesses that might be affected by this 
over the next few years and that there were already in your experience 
250, of which 100 were affected by the highways. 
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Mayor Ditworrn. Excuse me, sir. It will be 350, about 250 by re- 
development and about 100 by highways, over the coming year. That 
is what we anticipate. 

Senator Proxmire. All right. Well, now, does it not seem logical 
that some of these concerns will not be eligible as small businesses. 
That some will perhaps employ 550, 750, 600, small businesses in their 
industry perhaps, small businesses in terms of being able to persuade 
banks to loan to them, and so forth, but just not small businesses in 
terms of the Federal law. So that, instead of introducing legislation 
of the kind we have here which would protect smal] businesses and 

take care of most of the businesses concerned, in terms of number at 

least, there would still be discrimination against substantial elements 
that should be considered and can only be considered by some kind of 
provision that has regard for everyone who is required to move? 

Would it not be more sensible to, therefore, amend the urban re- 
newal and highway laws? 

Mayor Ditworru. Yes, sir; I think in theory you are absolutely 
right, but you remember we tried to get such amendments put into 
the urban renewal program and were not successful. 

That is why we appealed to Senators Clark, Javits, and Humphrey 
to try and give us relief through another source, because it is becom- 
ing a very pressing problem. Tn fact, it has stirred up interest in and 
newspapers have begun to give very smpathetic treatment to, and 
very properly so, these cases. 

It actually held up one of our most recent redevelopment programs 
for about 8 months Hint it stirred up so much sympathy. Despite 
the fact it involved $100 million, a redevelopment that everybody in 
the city, every newspaper and every civic organization agreed was 
essential, so much sympathy was created by 6 cases involving a grant 
total of 24 people that the project was held up for 9 months. 

Senator Proxmire. This $2,500 to $3,000 for businesses is particu- 
larly discriminatory against the businesses that are not small by defini- 
tion but are certainly not big by anybody’s estimate. 

In this case you gave of 24 individuals holding up an urban re- 
newal project of $100 million, were all these small businesses? 

Mayor DitworrH. Yes. 

Senator Proxmire. All of which would have been taken care of by 
this legislation ? 

May or DitwortH. There was a very small restaurant. There was 2 
small barbershop. There was a small delicatessen. There was a 
small garage. Those were four of the six. 

Senator Proxmire. Senator Sparkman ? 

Senator SparKMAN. I am sorry I was not here for the mayor’s 
full testimony. I will read it, Mr. Mayor, but I do not wish to ask 
any questions. 

Senator Proxmire. Thank you very much. 

Mayor Ditwortn. Thank you very much. 

(The prepared statement of Mayor Dilworth follows:) 


STATEMENT OF RICHARDSON DiLworTH, MAYOR OF PHILADELPHIA, ON BEHALF OF 
THE AMERICAN MUNICIPAL ASSOCIATION 


Gentlemen, I appreciate the opportunity of testifying on two bills which are 
before your committee which are of tremendous importance to the cities of 
America now engaged in major redevelopment and highway projects in order to 
rebuild, restore, and revitalize our great metropolitan centers. 
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One is S. 1777, sponsored by Senators Clark and Javits, and the other is 8S. 
1340, sponsored by Senator Humphrey. The Clark-Javits bill provides for 
disaster loans to small business concerns which suffer economic injury due to 
urban renewal and redevelopment projects and the Humphrey bill provides the 
same kind of aid for small business concerns affected by federally aided highway 
construction programs. 

Our great urban centers—and particularly such older eastern cities as Philadel- 
phia—must embark on tremendous urban renewal and highway programs if we 
are to survive. And it is not just our own survival which is at stake, but the 
whole vast metropolitan complex of which we are the core city. In fact, it is not 
being overly dramatic to say that it is our survival as a modern nation, capable 
of continued expansion and dynamic growth, which is at stake. For between 
60 and 75 percent of our people now live in these great metropolitan areas, and 
the whole trend of our population growth indicates that the percentage is con- 
stantly increasing. 

Naturally, you cannot plough major multilane highways through the centers 
of cities or tear down and replace great blocks of city property without up- 
rooting many thousands of people whose residences and businesses lie in the 
path of such progress. It has been estimated that perhaps as many as 50,000 
American businesses may be forced out of their current sites in the next few 
years because of the tremendous amount of redevelopment and highway con- 
struction scheduled throughout the Nation. 

We have no choice but to proceed with these projects. It is a matter of simple 
survival. But all of us who are parties to these programs, the cities, the States 
and the Federal Government, have a moral responsibility to face up to the tough 
relocation problems involved; to ease the burden of those who are hurt by this 
progress. 

The cities are not turning to the Federal Government to solve our problems 
for us. We are doing all that is in our power to cope with our own problems, 
and we are straining our financial resources to the utmost in the effort. 

Let me cite you several examples of what we are doing at the local level. 

We are engaged in many redevelopment and highway projects in our city, but 
two of the largest, our Eastwick redevelopment project and the Delaware 
Expressway, will highlight our problems. 

The Eastwick redevelopment project is the largest and most ambitious rede- 
velopment project thus far undertaken in this country. It will literally create 
a new city within our city of some 50,000 people. Needless to say a project of 
such dimensions is tremendously complex and has presented our city government 
with problems of almost insuperable scope. Our redevelopment authority has 
set up special offices on the location and for more than a year has been working 
directly with these individuals involved in trying to solve their relocation 
problems. 

Likewise the Delaware Expressway is scheduled to run right through the 
length of our city, cutting through heavily developed industrial and residential 
sections. 

I will not go into detail on the various instrumentalities we have set up to 
cope with these problems except the one which comes closest to the approach 
being taken in the two bills before this committee. 

The city of Philadelphia, jointly with the Philadelphia Chamber of Commerce, 
has set up a Philadelphia Industrial Development Corp. The corporation is 
supported by city and chamber funds, and is aided by a State subsidy. The 
city has turned over to it city-owned land for industrial development. The 
corporation has the responsibility of attracting new industry to our city, of 
providing space for existing industry to expand, and for solving the relocation 
problems of industries and small businesses disrupted by redevelopment and 
highway projects. 

The Philadelphia Industrial Development Corp. has sat down with all of the 
businesses affected by these programs and placed at their disposal all of the 
resources of the city capable of helping in their problem. It has established a 
pool of capital among local banks for aiding them. It has developed small 
industrial parks for relocating smaller businesses in one building at lower costs 
than each would have to pay for separate locations. 

We are doing what we can. But there are some things we can’t do which the 
Federal Government can and should. 

Several remedies were provided in the housing bill enacted by Congress, and 
we certainly hope these will be retained in whatever housing legislation finally 
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emerges from this session. Increases were made in the relocation allowances 
for homeowners from $100 to $200 and from $2,500 to $3,000 for businesses. 
These sums, although still inadequate, are an improvement. 

Another provision we have been fighting for is goodwill payments to business 
displaced by these projects. Congress has not yet seen fit to grant these, but 
it is our belief that the problem will be of such magnitude in a few years that it 
must so act. We can see Congress reluctance to grant such goodwill payments, 
which are difficult to define, without limitation or ceiling, but we do think that 


payments could be made up to $5,000, without unnecessarily burdening the 
Government. 


Although payments are not adequate in any category, the individual who 
suffers most is the small “corner store’ businessman who is renting. The 
private and business property owner is compensated for his property, but the 
renting small businessman gets nothing. 


It is our belief that the disaster loan provisions called for in these bills would 
materially help our small businessmen forced to relocate because of redevelop- 
ment and highway projects, and would materially aid our local banks and local 
agencies in helping to solve their problems. These people are desperately in 
need of relief, relief which only the Federal Government can provide. We 
strongly urge your favorable consideration of the legislation before you. 

Senator Proxmire. The next witness is Mr. Paul A. Barron, Direc- 
tor of the Procurement and Business Services Division of the General 
Services Administration, accompanied by Mr. Robert T. Daly, As- 
sistant Director of the Office of Purchase and Stores, Federal Supply 
Service. 

L understand, sir, you are testifying on S. 2032, as did Mr. Welch 
and Mr. Rumizen. 


STATEMENT OF PAUL A. BARRON, DIRECTOR, PROCUREMENT AND 
BUSINESS SERVICES DIVISION, AND ROBERT T. DALY, ASSISTANT 
COMMISSIONER FOR PURCHASE AND STORES, FEDERAL SUPPLY 
SERVICE, GENERAL SERVICES ADMINISTRATION 


Mr. Barron. Yes, sir. 

Mr. Chairman, gentlemen of the committee, and staff, the General 
Services Administration is represented here by Mr. Robert Daly, 
Assistant Commissioner, Purchase and Stores, Federal Supply Serv- 
ice, and myself, Director of Procurement and Business Services 
Division. 

We have submitted, as you know, a prepared statement on S. 2032, 
as requested, which we plan to summarize. 

First, however, we would like to make a few general observations 
preparatory to this summary. 

We want to make it clear that, while we do not favor this bill, we 
are not here to oppose the fine objectives which SBA is trying to 
promote. 

That agency plays a very wholesome and helpful role for small 
business and the Government, and perhaps it can do even more in 
obtaining reliable information on the capabilities of particular small 
concerns. However, we feel there are practical limits which the law 
should set with regard to the finality of SBA determinations if con- 
tracting agency responsibility for awarding contracts is to have any 
meaning. 

We feel that S. 2032 goes too far in taking away vital contracting 
agency functions, that it will result in more cost and more redtape 
and will require more lead time and more diversionary efforts and 
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more building and keeping of records to do the job that is being done 
at present. 

As for the provisions of the bill, we feel they would go too far since 
the SBA determination that a concern was qualified would leave no 
room for any agency discretion. By express terms the bidder would 
be required to meet no other qualification requirements. 

In this respect, our view is very similar to the view which the Gen- 
eral Accounting Office just presented. 

We also, of course, feel that the other provisions of the bill which 
would permit SBA to sit in on negotiation and award board discussions 
would create a very difficult atmosphere in which to conduct the nor- 
mal contract placement functions reserved to contracting agencies. 

The review of records provision of the bill can lead to “additional 
delays in the procurement process, to loss of documents, and to addi- 
tional cost of duplicating documents. We feel that provision for 
selective review of pertinent records would serve SBA purposes as 
well. 

The General Accounting Office illustrates this principle very well 
since they have used this ‘selective audit method for some years. It 
minimizes cost, confusion, and record shuffling. 

I might say we are not opposed to SBA having this information. 
It is simply the administrative problems that w ould be engendered 
in efforts to review all of these records. 

Finally, concerning the set-aside of subcontracts, we feel that we 
should be very careful in this area. We are concerned lest subcontract 
set-asides makes Government procurement even more complex and 
difficult. 

Perhaps increased surveillance over subcontract placement by prime 
contractors on multi-million-dollar contracts especially would serve 
as a suitable substitute and achieve the same results. 

This is the summary of our testimony. We will be glad to provide 
any additional information which you may wish. 

(The complete text of Mr. Barron’s statement follows :) 


STATEMENT OF PauL A. BARRON ON BEHALF OF THE ADMINISTRATOR, GENERAL 
SERVICES ADMINISTRATION 


Mr. Chairman, gentlemen of the committee, we appreciate the opportunity to 
participate in these hearings on the very important subject of determining 
policies and methods for assuring that small business concerns obtain a fair 
share of Government contracts. 

The principal substantive changes in the Small Business Act proposed by 
S. 2082 are: (1) To expand the overall congressional small business policy 
and joint determination set-aside program to include subcontracts, and (2) to 
extend the present authority of SBA with respect to determining the com- 
petency of small business concerns to perform specific contracts. 

We strongly favor and support the congressional policy of assuring that a fair 
proportion of the total purchases and contracts for property and services for the 
Government be placed with small business concerns. However, as a procurement 
agency and a procurement policy regulatory agency, the General Service Ad- 
ministration is opposed to enactment of the bill as presently drafted. Generally, 
our objection to the bill is based on the belief that its enactment would result in 
(1) an unwarranted and unwise dilution of responsibility for entering into 
specific contracts, and (2) complications and delays in the procurement 

managerial functions of individual agencies. 

More specifically, our views and comments concerning S. 2032, on a section- 
by-section basis, are as follows: 

In section 1, we have no objection to the proposed revision of language to in- 
clude the words “or subcontract.” The present language of the Small Business 
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Act does not foreclose administrative interpretation to include subcontracts. 
However, with respect to the application of this language of the bill to small 
business set-asides for subcontracts, we think that there will be difficulties which 
we will more fully describe in connection with section 3 of the bill. 

Section 2, portion (1) of the bill would amend section 8(b) (7) of the Small 
Business Act by broadening the SBA legal authority for certifying small busi- 
ness concerns to Government contracting officers as qualified to perform specific 
contracts. The present language which authorizes SBA certification of small 
business concerns “with respect to competency, as to capacity and credit” would 
be amended to authorize certification as to overall “qualification.” 

In view of the Comptroller General’s decision B-139366, dated June 24, 1959, 
which interprets the present language “capacity and credit” as having reference 
“* * * to the overall ability of a prospective small business contractor to meet 
quality, quantity, and time requirements * * *” it would appear unnecessary, 
from the standpoint of the purposes of the bill, to amend the existing statutory 
language. 

It seems particularly inappropriate to amend the language so as to extend 
the SBA certificate of competency program to matters which concern qualifica- 
tion of a bidder under the Walsh-Healey Public Contracts Act, debarment, ete. 

While we feel that this portion of the bill is not necessary in view of the 
Comptroller General’s decision of June 24, we think that it is important that 
you be aware of our concern over the impact of that decision on the procure- 
ment process. Until that decision, the authority of SBA to certify as to 
capacity and credit was considered limited to certification as to physical ability 
to perform, including financial ability. Subjective considerations, such as 
integrity, reliability, delinquency record, business practices with regard to fill- 
ing commercial orders in preference to Government orders, and other subjective 
considerations such as willingness to perform, were regarded as matters for 
consideration by the contracting officer rather than SBA (decision of the 
Comptroller General, B—138233, of February 24, 1959). 

We think that this earlier delineation of responsibility between SBA and 
the contracting agencies was sound and reasonable. Since the June 24 decision, 
however, it is clear that the contracting agencies’ basic responsibility in carry- 
ing out the procurement process through obtaining the Government’s require- 
ments from responsible sources of supply within the time required is no longer 
adequately within the control of the contracting agencies. In other words, 
while the contracting agencies have the responsibility for the procurement, the 
authority to select the sources of supply, in large measure, is actually under 
control of the SBA. We think that this division of functions is unrealistic and 
not in the best interest of the Government. 

We believe that the responsibility between SBA and the contracting agency 
under the certificate of competency procedure should be delineated by authoriz- 
ing SBA to certify conclusively as to physical capacity and ability to perform, 
including financial ability, leaving all other considerations which are subjective 
in character to the contracting agencies responsible for procurement. 

With respect to section 2, portion (2) of the bill, we consider this amendment 
unnecessary and do not favor its adoption. Permitting SBA to obtain “‘records 
for review” could cause (1) additional delays in the administrative procure- 
iment processes, (2) potential loss of significant procurement documents inci- 
dental to transfers between procuring agencies and SBA, and (3) needless 
duplication of procurement documents by procurement agencies prior to the 
submission of records to SBA. This objection would be minimized if provision 
were made simply for SBA to review, selectively, pertinent records in the files 
of the agency and to make copies where needed. 

As to section 2, portion (3), while we agree that SBA should continue to be 
authorized to make studies and recommendations as necessary for assuring 
that a fair proportion of contracts are placed with small concerns, we consider 
the proposed language “to make studies of the Government procurement process 
at all stages thereof (including the observation of any negotiations and award 
board discussions) and to make recommendations” as unnecessary and un- 
desirable. We believe the objective involved can be satisfactorily achieved 
under the present provision in the act requiring cooperation between SBA and 
other Government agencies. 

The portion pertaining to observation of negotiations and award board dis- 
cussions, we feel is objectionable. To permit SBA representatives to review con- 
tract actions and make recommendations at any stage in the process of negotia- 
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tion and award of contracts, could cause delays in making contract awards and 
invelvement of SBA officials in reaching conclusions without responsibility for 
actions taken. This amendment could only have the effect of hampering the 
normal procurement managerial functions of Government procurement agencies, 

With respect to section 3, while we agree with the objective, we feel that ex- 
tending the small business program to subcontracts will involve difficult prob- 
lems in implementing and enforcing of such a policy. For the Government to 
predetermine and stipulate in invitations for bids or requests for proposals 
the extent to which, and to whom, the work is to be subcontracted, and to ad- 
minister effectively the resulting contracts, involve many considerations. Pos- 
sible techniques, such as (1) requiring a specified percentage of the contract 
work to be subcontracted to small concerns, and (2) requiring specified types of 


work to be subcontracted to small concerns, have been considered in the past 
but were discarded as unworkable. 


The effect on individual business concerns of requiring subcontracting to small 
business would vary considerably because of the differences in available produc- 
tion facilities and subcontracting practices of such concerns. Special subcon- 
tracting requirements would tend to limit competition, cause bidders to include 
greater allowances for contingencies, and probably result in increased costs to 
the Government. We do not believe it is administratively or economically fea- 
sible for contracting agencies and SBA to enter into small business joint de- 
terminations for set-asides for subcontracts, except, perhaps, in certain weapons 
system contracts where the prime contractor, in effect, takes the place of the 
Government in contracting operations. Therefore, it is recommended that this 
portion of the draft bill be deleted or appropriately modified. 

We favor continuing the existing government-wide policy of inserting in supply 
contracts a provision encouraging prime contractors voluntarily to place the 
maximum amount of subcontracts with small concerns as is consistent with the 
efficient performance of the contract. 


We appreciate the opportunity that you have afforded us to present our 
views on this important subject. 

Senator Proxmire. Senator Sparkman? 

Senator SparKMAN. You go ahead if you have some questions. 

Senator Proxmire. I am a little bit confused on this, Mr. Barron, 
because you followed the testimony of Mr. Welch, the first witness, 
and it seemed to me he was talking about the present law, about his 
feeling that it imposed some burdens and problems on the Defense 
Department, You are not discussing the present law? Is that cor- | 
rect? You are discussing the proposed change in the law and object- 
ing to the change ? 

Mr. Barron. Yes,sir. Your statement is correct. 

But I wish to state that we agree with the position of the General . 
Accounting Office concerning the need for changing the present situa- 
tion, as stated in their testimony concerning the present law as in- 
terpreted by the June 24 decision of the Comptroller General. 

Senator Proxmire. Allright. Fine. 

In order to get a background for this, may I ask you the same ques- 
tion asked Mr. Welch? Do you have any experience which indicates 
the Government has suffered through unqualified or irresponsible 
performance on the part of small businesses? 

Mr. Barron. Mr. Daly here perhaps may be able to speak to that. 

Mr. Dary. Mr. Chairman, we ran into a case within the last month 
or so that I think points up the problem pretty well. 

But before I mention the case, I would like to make it clear that 
our relationships with the Small Business Administration have been 
very satisfactory, and I cannot at this point tell you how many cases 
since the law came into being have caused us difficulty, but I think 
this is a rather interesting case, and, if I may, I would like to give 
you the details, 
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We opened bids back in January—for steel map-filing cases. In 
accordance with our procedure we sent our quality control technicians 
to inspect the plant of the low bidder. 

The GSA people said that they did not believe that the bidder was 
qualified to perform the contract. As I understand it, this opinion 
was based on the belief that they did not have the technical know-how. 

In February the Small Business Administration issued a certificate 
of capacity and credit, and we proceeded with the award. 

So far we have not been able—— 

Senator Proxmire. Let me be sure that I have the development in 
proper chronological order. Before the certificate of competence was 
issued, the Defense Department knew about this situation, which they 
objected to, and SBA knew about it too? SBA had been informed? 

Mr. Dary. The General Services Administration, Mr. Chairman. 

Senator Proxmire. I beg your pardon. General Services Admin- 
istration knew about it ? 

Mr. Dany. Yes, sir. 

Senator Proxmire. And GSA had informed the Small Business 
Administration ? 

Mr. Daty. It is my understanding that they did. 

Senator Proxmrre. It was with this understanding and knowledge 
that the certificate was issued anyway’ Is that correct 

Mr. Daty. It is my understanding that i is correct, sir. 

Senator Proxmire. Thank you, sir. 

Mr. Daty. Nevertheless, the certificate was issued. Under the 
terms of the contract, the successful bidder was required to produce a 
preproduction sample so we could check it to see that it met the 
specifications before the manufacturer went into full production. But 
as late as today we have not received delivery. 

Now there is another interesting facet to this. 

Senator Proxmire. When was delivery expected ? 

Mr. Daty. Under the terms of the contract, after award was made 
the successful bidder had 10 days to produce a preproduction sample. 
Once the preproduction sample was approved by GSA, he then had 
60 days in which to make his first delivery. 

It is our regular procedure not to be arbitrary and to work with 
these people if they have any trouble producing the preproduction 

sample. He had some difficulties, and he was unable to get an ap- 
proved preproduction sample until I think it was late in April. 
But 

Senator Proxmire. That was how long over the period then ? 

Mr. Daty. Award was made in February, Mr. Chairman. 

Senator Proxmire. So that was 

Mr. Daty. It was quite a while. 

Senator Proxmire. About 60 days instead of 10 days? 

Mr. Day. Yes, sir. 

But now here is the point in the case that is 

Senator Proxmire. He is only 25 days over now then? He would 
have another 60 days after furnishing the sample to make the first 
delivery ¢ 

Mr. Daty. Yes, sir. 

Senator Proxmiee. And the delivery is now, therefore, 25 days 
overdue ? 
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Mr. Day. But it appears to us from our recent contact with his 
plant that he is not going to be able to produce. We are talking to 
SBA about it now, and it appears that eventually this contractor 
may be placed in default. 

Senator Proxmire. This is quite an unusual experience, is it not? 

Mr. Daty. Yes, sir. 

Senator Proxmire. Or have you several that are like this? 

Mr. Day. This is an unusual experience, but it seems to me, Mr. 
Chairman, that it points up this fact: In GSA our contracting officers 
and our quality control people develop considerable expertness in 
knowing the capacity and the ability of the contractor to perform. 

We have : absolutely no quarrel with SBA in making determinations 
on capacity and credit, but we think that we should have the say 
when it comes to a contractor’s past record of delinquency, because 
time performance under a contract is very essential. 

We also think that there are cases where we perhaps would know 
as much about the bidder’s technical know-how as the Small Busi- 
ness Administration. 

But I want to point out again that we have worked very closely 
with Small Business on this, and this particular case may be one of 
these things that happen in Government—a lack of communication. 
But it points up the things that can happen if the entire authority 
rests with Small Business, sir. 

Senator Proxmire. It may also be just a perfectly understandable 
human error in judgment, can it not? After all, if this is one in- 
stance of many, many, many instances in which the SBA has made 
its judgment, if they had in this case the information, they used their 
best judgment on it. They made an error. If there are only one or 
two or three out of the enormous experience they have had, it seems to 
me that they have done a pretty good job. 

Mr. Daty. We do not deny, sir, that they have done a good job. 
I think they have done an excellent job. But our fear is that if they 
have the final say that these slips can happen. 

Where we know that a contractor is delinquent, where we have a 
past record of delinquencies or we know other things about them, 
in the usual difficulty in transmitting information back and forth or 
reconciling opposing views we are afraid the contracting officer may 
just become a rubberstamp. 

Senator Proxmirr. Do you know of any instances where GSA has 
said a contractor was not qualified, SBA said it was, and the contract 
was carried out satisfactorily ? 

Mr. Dany. I cannot recall such a case because we can usually get to- 
gether with SBA and resolve the differences. I cannot recall such 
a case based on capacity or credit, sir. 

Senator Proxmme. Then the case that you have given us is the only 
instance that you know of in which the GSA and “the SBA have not 
gotten together ? 

Mr. Daty. Yes, sir. There may be others, Mr. Chairman. This is 
the only one I know of. The reason I mentioned it here is that it 
just came to my attention recently. I thought it pointed up the situ- 
ation and the committee should know about it. 

Senator Proxmire. What would you say, roughly, as to how many 
cases there are in which SBA has had to make a finding? 
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Mr. Daty. I would rather furnish that for the record, Mr. Chair- 
man. I do not think I could even make an educated guess on it. 

Senator Proxmire. You cannot make any kind of estimate? 

Mr. Daty. No, sir. Reports published by SBA for the period of 
August 1, 1953, to December 31, 1958, revealed that 20 applications 
were filed pertaining to GSA transactions and 12 certificates were 
issued by SBA. 

Senator SparKMAN. How about cases of your own where SBA did 
not come in# Did you ever have a delinquency ? 

Mr. Dany. Yes, sir. 

Senator SparKMAN. Even where your own people have 

Mr. Daty. Yes, sir. We have made mistakes. 

Senator SparKMAN. Then do you think it is entirely fair to pick 
out one instance in which the SBA may have made a mistake as against 
many that you have made? 

Mr. Daty. No, sir. I did not intend 

Senator SparKMAN. I just do not see that that one exception proves 
the rule. 

Mr. Daty. No, sir, Senator, I did not intend to use this case to— 

Senator SparKMAN. You are just using is as an example of what 
might happen ? 

Mr. Dary. What might happen, sir. 

Senator SparKMAN. I wonder if you could tell us in that particular 
case what the difference was between the contracting price of this par- 
ticular contractor and the next higher person or bidder? 

Mr. Day. I do not have that information with me, Senator. I 
would be happy to furnish it for the record, if you wish. 

Senator SparkMaN. Mr. Chairman, I think this might be a good 
place for me, if you will permit, to make a very brief statement on 
this very phase of it. 

Senator Proxmire. Fine. 

Senator SparkMAN. This is a good section of the law, Mr. Chair- 
man. I say so because of the record of its accomplishments. 

For the first time we now have the complete history of operation 
under this section. 

Since the beginning of the certificate of competency program— 
and I want you to listen to these figures, Mr. Chairman, because they 
are in line with the question you asked to some extent—since the be- 
ginning of the certificate of competency program the Small Business 
Administration has received 1,172 applications with a contract value 
of $237,995,661. 

There were 558 certificates issued, with a value of $87,315,225, with 
an estimated saving to the Government of $7,079,612. 

After starting certificate of competency actions, 219 were with- 
drawn and the awards made to the low small business concerns. Had 
not this been done, $56,908,971 would have been lost. 

More than 90 percent of the contracts were performed on schedule 
or ahead of schedule. 

So you see this program is making progress. (See p. 631.) 

I should like to call to the committee’s attention the recent General 
Accounting audit report where through misjudgment or incompetency 
the Government was overcharged some $35 million. More of these 
audit reports are coming each week, indicating the need for more and 
more checks and balances in our contracting procedures. 
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I am interested in the Small Business Administration having a 
large and strong part in Government contracting and in carrying out 
the procurement and technical aid programs. I have noted with in- 
terest their programs and, with the number of men allotted to them 
and the amount of appropriations that have been available, I wonder 
how they have been so effective. 

I have asked Mr. Barnes, the Administrator, about this, and he 
has furnished information which indicates the need for more men, 
and this information has been made available to this committee. 

That is the very brief statement I wanted to make. 

Senator Proxmire. Thank you, Senator. 

Do you have further questions ? 

Senator SparKMAN. No, I believe that is all. 

I may ask this: You have no question as to those figures, that I 
gave; do you? 

Mr. Day. No, sir. 

Senator SparkKMAN. I am told by Mr. Amis who got them up for 
me that they are the very latest and are correct. 

It seems to me, Mr. einen, that makes a very fine record of 
performance. 

Senator Proxmire. It certainly does. Extremely impressive. And 
I think that the saving is particularly striking because there is no 
question in my mind that if we can break even on this kind of pro- 

ram that it would be in the public interest, because of the enormous 
Tvsthentehhan that small business, as small business, labors under and 
the great value of small business to our economy. 

This is particularly true in manufacturing, and especially in deal- 
ing with the Government and dealing with contracts which often re- 
quire a peculiar kind of expertise which big business has all sorts of 
advantages in. 

I think this is most interesting and most persuasive. 

Mr. Barron, thank you very much. We appreciate your testimony. 

Mr. Barron. Thank you, sir. 

Mr. Daty. Thank you, sir. 

Our last witness today is Mr. Andrew W. Duncan, Director of 
Small Business Policy for the Department of Defense. 

Mr. Duncan, I see you have two gentlemen accompanying you. 
Would you identify them for the record ? 


STATEMENT OF ANDREW W. DUNCAN, DIRECTOR FOR SMALL BUSI- 
NESS POLICY, OFFICE OF THE SECRETARY OF DEFENSE; 
HARRY R. VAN CLEVE, OFFICE OF THE GENERAL COUN- 
SEL; AND LEONARD ETHEREDGE, OFFICE OF DIRECTOR FOR 
PROCUREMENT POLICY, OFFICE OF ASSISTANT SECRETARY OF 
DEFENSE FOR SUPPLY AND LOGISTICS, DEPARTMENT OF 
DEFENSE 


Mr. Duncan. May I say, sir, I am accompanied by Mr. Harry Van 
Cleve of the Office of the General Counsel of the Department of De- 
fense, and Mr. Leonard Etheredge, who is with the Director for Pro- 


curement Policy of the Assistant Secretary of Defense for Supply and 
Logistics. 
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Representatives of the military departments are also present. 

Senator Proxmire. Gentlemen, I see you have a concise statement. 
It is most encouraging to the committee this morning to find the 
witnesses have all boiled their statements down very nicely. We 
appreciate it very much. 

You may proceed. 

Mr. Duncan. Thank you. 

Mr. Chairman and members of the committee, the Department of 
Defense appreciates this opportunity to express to you its views on 
S. 2032. The bill is very important to the Department of Defense in 
its potential effect upon the discharge of our responsibilities to insure 
the timely procurement of military, hardware to enable the military 
departments to carry out their assigned missions in the defense of our 
country. 

The General Counsel of the Department of Defense has recently 
furnished your committee the views of the Department of Defense 
on this bill. However, with your permission, I would like to review a 
few of the highlights of the position with you. 

Section I of the proposed bill would amend section IT of the present 
act to include the word “subcontracts” within the language of that 
section. This amendment appears unnecessary in order to establish 
small business programs in the subcontract areas. Such programs 
have been established within the Department of Defense. 

The proposed bill would greatly enlarge the scope of certificates of 
competency by providing that they would be addressed to the qualifi- 

cations of small business concerns to perform contracts. It is the 
Department of Defense position such that certificates should continue 
to be limited to the adequacy of financing, facilities, materials, and 
personnel for the performance of specific contracts and that the other 
elements which the contracting agency considers in determining the 
overall responsibility of prospective contractors, such as experience, 
past performance, integrity, know-how, and the quality of produc- 
tion should properly remain the decision of the contracting agency. 

The Department of Defense is also opposed to the provision of the 
bill which would require contracting agencies to furnish the Small 
Business Administration records for review. The exact meaning of 
this term is not clear and appears too broad. 

The amendment which would authorize SBA to make studies of 
Government procurement processes at all stages thereof, including 
observations of any negotiations and award discussions, is likewise 
objectionable. It is not believed that another agency which is not a 
party to the contract should be given such rights. Under present 
procedures, SBA representatives are given the opportunity to screen 
proposed procurements and to make ‘Tecommendations of participa- 
tion of small business concerns in these procurements. 

That amendment which would permit SBA to make recommenda- 
tions to contracting agencies with respect to subcontracts as well as 
prime contracts is not. objectionable but would appear unnecessary, 
and such recommendations have and can be made under the existing 
provisions of the act. 

The proposed bill would also amend the present act to include sub- 
contractors and purchasers under prime contracts within the scope of 
joint determination procedure now provided in that section. It is 
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believed that the application of the set-aside process in the subcon- 
tracting field would introduce a rigid control over the prime contractor 
and the fulfillment of his contractual obligation. Such action would 
not only dilute the prime contractor’s responsibility but could result 
in less satisfactory performance of a contract than that which would 
be achieved without such set-asides. Such procedure would be det- 
rimental to defense procurement. 

Our concern over 5. 2032 is further compounded by a recent am- 
plification of the certificate of competency provisions of the Small 
Business Act in Comptroller General decision B-139366. This de- 
cision construes the law as giving SBA much broader authority in this 
field than was earlier considered to have been conferred upon SBA, 

As a further result of the Comptroller General’s construction, in 
many procurements the effect will be to transfer authority to select 
contractors from the Department of Defense to the Small Business 
Administration. We believe that the authority should remain with 
the responsibility, and the responsibility should remain with the De- 
partment of Defense. 

As you are aware, defense procurement is a broad and complex field, 
requiring particular technical capabilities. The military depart- 
ments have adequate numbers of personnel with technical training 
and experience qualifying them to pass on the technical capabilities 
of companies seeking Government contracts. 

We understand that the Comptroller General has stated to the 
committee in a letter of June 30 that “the policy of substituting the 
judgment of the Small Business Administration for that of the - pro- 
curement agency results in a restriction of the latter’s authority with- 
out a corresponding reduction of responsibility to administer con- 
tracts.” 

We are dealing here with proposed legislation and with an inter- 
pretation by the Comptroller General of an existing law which vitally 
and materially affects the ability of the Department of Defense to 
carry forward its responsibility in the procurement field. 

The Department of Defense is opposed to S. 2032. Further, we 
respectfully suggest that the Small Business Act be amended so that 
certificates of competency will be clearly “limited to the adequacy of 
financing, facilities, materials, and personnel for performance of 
specific contracts and that other elements which the contract ing agency 
considers in determining the overall responsibility of prospective con- 
tractors such as experience, past performance (not due to previous 
lack of financing, facilities, materials, and personnel), integrity, 
‘know-how,’ and quality of production should properly remain the 
decision of the contracting agency.” 

Thank you. 

Senator Proxmmee. Senator Sparkman ? 

Senator SparKMAN. Mr. Chairman, I would like to ask a few ques- 
tions if I may. 

Why would having Small Business Administration representatives, 
who are well qualified i in the field of procurement, most of whom are 
former employees of one of the military services, have any effect upon 
the discharging of your responsibilities? 

Are they not now working with various procurement activities with- 
out any ill effects? 
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Mr. Duncan. I am not quite sure I understand your question, Sen- 
ator Sparkman. 

Senator SparKMAN. You indicate that it would have an adverse 
effect upon the discharge of your responsibility to insure the timely 
procurement of military hardware. And I am just asking why would 
the help of these people adversely affect the handling of your respon- 
sibilities. 

You recognize that they are capable people, do you not? 

Mr. Duncan. Certainly, sir. We do recognize that, and this is not 
intended asa criticism of them. 

At the same time, it is pointed out later in this statement that many 
of the decisions which have to be made in connection with the selection 
of prime contractors are decisions involving the exercise of a degree 
of judgment depending on experience and technical capability of a 
high order, and the Department of Defense has personnel which we 
think are capable of exercising those judgments in those difficult fields. 

If that judgment is to be exercised by persons in another agency, 
then we do have, as the Comptroller General has put it, a change, a 
shifting away from the Department of Defense of authority in a field 
where we retain and must retain the responsibility. 

Senator SparkMan. What has been your experience in working 
with them? 

Mr. Duncan. Our experience in working with them has on the 
whole been good. However, permit me to call attention to the fact 
that until June 24, when the Comptroller General’s ruling was issued, 
this experience is based upon the much more limited application of 
the law than that which will obtain under the new construction. 

In other words, the SBA certificates of competency have heretofore 
been based primarily upon credit and secondarily to some extent upon 

capacity, but capacity in a more limited sense than that which will be 
the case under the new construction of the Comptroller General. 

Senator Sparkman. Is your objection to the Comptroller General’s 
decision of June 24, as to the law as interpreted by the Comptroller 
General? That the law permits the SBA to go too far in judging the 

capacity of the plant to deliver and the past record, integrity of the 
or ganization, and so forth? In other words, you agree that it is all 
right for the Small Business Administration to adjudge the setup of 
the organization, its facilities, and the fact that they are capable of 
doing the job, but you feel that beyond that there is a responsibility on 
you that SBA ought not to adjudge? 

Mr. Duncan. Yes, sir. 

Senator SparKMAN. Would you name those things in particular? 

Mr. Duncan. Yes, sir;I shall. Thank you. 

It is our feeling that insofar as the adequacy of financing, facilities, 
materials, and personnel for the performance of specific contracts there 
is an area in which the exercise of authority by SBA does not present 
problems, which it does present when we go further and, to quote 
the Comptroller General’s June 24 ruling, go into “elements of respon- 
sibility relating to ability to perform, experience, skill, know-how, 
technical knowledge,” and so forth. 

Senator Sparkman. Just how broad is that “and so forth”? 

Mr. Duncan. Sir? 

Senator SparKMANn. Just how broad is that “and so forth”? 
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Mr. Duncan. We are all wondering that. 
Senator Proxmire. Could I interject at that point? 
Senator SpARKMAN. Yes. 

Senator Proxmire. Did you say that facilities and personnel judg- 
ment is acceptable but ability to perform is something else? 

Mr. Duncan. Yes, sir; we feel that 

Senator Proxmire. It seems to me that facilities and personnel have 
no meaning except as they relate to ability to perform. 

Mr. Duncan. Well, we think that facilities and personnel are much 
more susceptible to objective judgment than the net of ability to per- 
form. 

In other words, facilities and personnel bear on ability to perform, 
but so also do such things as integrity, know-how, and experience and 
past performance. 

Senator Proxmire. Well 

Mr. Duncan. Excuse me, sir. We think those are more difficult to 
evaluate than such things as facilities and personnel. 

Senator Proxmire. Integrity is something as to which it would 
seem, on the basis of the record, the SBA would be in a position to 
make a reasonable decision just as much as the military. 

Mr. Duncan. Actually, sir, it is not included in the June 24 ruling, 
but it is of a character with these other things which are more difficult 
to measure objectively than, as you say, are facilities and personnel. 

Senator SparKkMAN. I read the General Accounting Office decision 
of June 24, but, frankly, I do not have it all clearly in mind now. 
But did it not hold that so far as the record of performance with 
you was concerned, with the contracting agency, that that agency 
would have the right to pass on that? 

Mr. Duncan. No, sir. That is not my construction of it, although 
I must say, with the Comptroller General being here and with the 
great respect I have for the Comptroller General’s office, I would 
rather have them answer this question. I feel very 

Senator Sparkman. It has been some time since I read it, and, 
frankly, I had some difficulty in picking my way through. 

Mr. Duncan. I hope you will understand 

Senator SparkMaAN. But the point I was driving at was this: 
When you speak of record of performance, a small business may 
have performed for some other Government agency. Would you 
have any information pertaining to that? 

Mr. Duncan. To the extent we can, we try to get information 
about performance with another Government agency. 

Senator SparKMAN. I have in mind, for instance, a small business 
concern that within the last few months was about to be turned down 
for a defense contract although it had been the low bidder. It had 
done repeated jobs for various Government agencies with a high 
degree of proficiency. It had assurance of financing that were well 
over whatever the requirements were. And yet I happen to know 
that time after time it was turned down. 

It took considerable wrestling and hassling to get that small-busi- 
ness concern, which had an excellent record, approved. Ss 

I would be willing, from what I know of it, to make the prediction 
that it will again deliver on schedule. 
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That was an instance in which it seemed to me that there must have 
been a mixup as between agencies, simply because the small business 
had performed in some other field rather than in the field of that 
particular agency. 

Certainly, the Small Business Administration takes all of these 
things ito consideration that you have just mentioned. I do not 


believe that it holds itself to the record of performance with any one | 


-vctaoramecad field but gets the general field of performance. And I} 


velieve our experience has been suflicient to indicate to us quite clearly 

that the Small Business Administration is capable of judging those 
things, that it has been doing a good job, and that small business has 
gotten some of the work that it should have been doing and the tax- 
payers of the country have been saved money. 

[ realize that is a generalized statement, but with that kind of a 
record I just fail to follow the objections that are raised. 

That is just my viewpoint, Mr. Chairman. 

Senator Proxmire. Do you have further questions? 

Senator Sparkman. I do not believe so. I have a brief statement 
on this. 

Senator Proxmire. Would you like to give it now ? 

Senator SparKMAN. I believe I would, if I may. 

Senator Proxmire. Fine. Go right ahead. 

Senator Sparkman. Of course, the witness covers several things 
in this. This is related to the subcontracting part of it. 

This amendment is aimed primarily at placing the Small Business 
Administration in a position to represent the interest of small busi- 
ness concerns in the subcontracting field in the same manner as they 
are now authorized in the prime-contracting field. 

At present, SBA representatives screen the procurement action be- 
fore the invitations for bids or requests for proposals are sent out to see 
if there is a possibility of making a set-aside for small business. After 
this part in the procurement action the participation of Small Busi- 
ness Administration stops. 

The amendment will grant authority to the Small Business Admin- 
istration to be present and participate in the selection of the subcon- 
tractors that the contracting officer selects or approves. 

It will also enable Small Business Administration to participate in 
the Department of Defense overall subcontracting program. 

This is a very important and serious matter. We must do ev ery- 
thing possible to help the small-business community be strong in 
order to protect the national security and the ni utional economy. 
Small business firms are the ones we depend on to produce the war 
materiels. We should not depend on just a few large corporations, 
as the trend seem now to be. 

The latest report we have indicates that 25 large companies are 
awarded approximately 46 percent of the Department of Defense 
contracts. 

There is nothing in this amendment that would have any ill effect 
on the Department of Defense in discharging its respons sibilities. The 
two agencies should work closely together asateam. After all, they 
are working to accomplish the same goal. They are both public serv- 
ants of the Government, and I ec: unnot see why there should be any 


rivalry. 
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Senator Proxmire. Mr. Duncan, would you like to comment on that 
statement ? 

Mr. Duncan. No, thank you, sir. 

Senator Proxmire. Mr. Duncan, I would like to call your attention 
to the previous statement made by Senator Sparkman, which I think 
is particularly impressive. Let me just read two brief sentences: 

There were 558 certificates issued, with a value of $87 million, with an esti- 
mated saving to the Government of over $7 million. After starting certificate 
of competency actions, 219 were withdrawn and the awards made to the low 
small business concerns. Had not this been done, $56,900,000 would have been 
lost. 

In view of that record for the certificate of competency experience 
that we have had, I am wondering if this is not an immensely valuable 
function that the SBA is performing for the taxpayers. 

And disregarding what I think was the basic motive of this whole 
thing—that is, to provide greater participation by small business In 
our defense program—I am wondering if this by itself is not a tre- 
mendously telling argument for carrying on on the basis of the June 
24 interpretation. 

Mr. Duncan. I think the fact that this record which you have cited 
and which on its face is certainly very impressive nevertheless bears 
solely on the law as construed prior to June 24 is very significant. 
And the fact is that I believe we have no guides to what the experi- © 
ence may be on the basis of the June 24 ruling. 

Senator Proxmire. You are dealing with the same people. What 
peony in this ntempeneneem of June 24 do you find alarming and | 

ikely to give us another picture, to give us either a loss to the tax- 
payers or a delay in delivery of hardware to the military, which would 
be also, of course, most unfortunate ? 

Mr. Duncan. I believe it would be correct to say in summary in 
response to your question that it is the increased difficulty of the deci- 
sions which will be required in the field that has newly been embraced 
by the Comptroller General’s ruling that is causing the apprehension. 

Senator Proxmire. You expect a new attitude on the part of the 
SBA that would complicate and delay ultimate decision ? 

Mr. Duncan. I certainly do not mean to suggest, and I do not be- 
heve that was what your question suggested, but in order to make it 
perfectly clear I do not mean to suggest that SBA is going to change 
its attitude and become obstructionistic or difficult. I do not mean to 
imply that at all. 

I do mean, though, that the SBA will be called upon to make deci- 
sions involving much more refinement and complexity, infinitely more 
experience and technical capability than the present decisions require. 

Senator Proxmire. Perhaps at the same time the SBA has a record, 
does it not, so far, to date, even though they have been operating under 
a different interpretation, of recognizing the superior competence of 
the Defense Department in matters of technical know-how and mat- 
ters of technical capacity and so forth ? 

Would it not be your expectation that they would defer in the same 
way where it is a matter of technical understanding of, say, the 
performance of an electronics firm relating to some defense develop- 
ment which is obviously within the competence of the Defense Depart- 
ment? Why should the SBA interject their judgment in this case 
because of the ruling ? 
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Mr. Duncan. Well, I respectfully disagree, sir. The reason I do 
is this: Heretofore they have had to defer to Defense views on the 
subject of technical competency to be specific. Hereafter, on the 
basis of the June 24 ruling, they can say, “Technical knowledge,” 
referring now to the last paragraph of the June 24 letter, “is included 
and we have the final say in the matters of technical knowledge, 
We have the final say in matters of ability to perform, experience, 
skill, know-how, and technical knowledge.” 

This is a very broad charter that has been given to SBA in this field. 

Senator Proxmrre. On technical knowledge I think your argument 
is, if not persuasive, extremely strong. On these others I am not so 
sure that it is as strong. 

Let me go on toa few more questions that I have. 

Senator SparkMAN. Before you get away from that, Mr. Chair- 
man 

Senator Proxmire. Senator Sparkman. 

Senator SparkMaAn. As a matter of fact, SBA has always ruled 
on the question of technical knowledge; has it not? 

Mr. Duncan. No, sir. 

Senator SparkMAN. You mean it is only since the June 24 de- 
cision ¢ 

Mr. Duncan. That is correct, sir. 

Senator SparKMAN. Let me ask you this: As a matter of fact, you 
and the SBA have worked together very well, have you not? 

Mr. Duncan. Yes,sir. You know we have. 

Senator SparKMAN. Yes; I do. In fact, I want to compliment 
you for the fine cooperation that has been shown. There have been 
very, very few instances in which there has been a difference of opin- 
ion. Isthat not true? 

Mr. Duncan. Thank you,sir. Yes. 

Senator Sparkman. By the way, Mr. Chairman, with reference 
to the figures that I gave in that statement, I am having prepared 
by the staff of the Small Business Committee a list of the contracts 
and the figures involved, and so forth. I ask unanimous consent when 
I have them that they will be made part of the record. I will have 
them before you close the record. (See p. 631.) 

Senator Proxmire. Without objection they will go in the record. 

Senator Sparkman. I hope sooner or later to get one from the 
Defense Department, too, but I have not started on that. It will 
involve considerable time, so I will just give notice I am going to 
get that but it will not be ready for the record. 

But I do want to say this: I want to pay my respects to the De- 
fense Department—in fact, to all Government agencies—for the co- 
operation that they have given us in these programs relating to small 
business. It has been remarkably good, and I think a remarkably 
good record has been made as indicated by the statement I gave. 

Senator Proxmire. Thank you. 

Along that line, I would like to find out from you, sir, the share 
of defense procurement going to small business first, either in the 
calendar year 1958 or in the fiscal year 1959, whichever is available 
to you, if you have it. 

Mr. Duncan. Well, may I get those figures? I have all of them 
right here. 

Senator Proxmrre. Yes, sir. 
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Perhaps I might read all these. The second question too relates 
to the same thing, and perhaps you and your assistants could pull 
them together. 

The second one is: What is the share of defense procurement being 
let under bids and what under negotiated contracts for this period, 
too, as well as the share going to small business? 

Mr. Duncan. We will have to get you that unless you have it. 

Mr. Van Creve. I do not have it with me. 

Mr. Duncan. May I confer with counsel for a moment ? 

Senator Proxmire. Go right ahead. 

Mr. Duncan. The figures which are not yet put into final shape but 
which we can furnish to the committee at this time are as follows: 

The small-business percentage for the fiscal year 1959 through the 
month of May was 17.2 percent, which is one-tenth of 1 percent higher 
than the percentage for the entire fiscal year 1958 of 17.1. 

Senator Proxmire. Let me get this. Through the month of May? 
That is what period? Beginning when? 

Mr. Dunean. That is the first 11 months of fiscal 1959 from July 
1, 1958, through May 31, 1959. The percentage was 17.2 percent that 
went to small business. 

Senator SPARKMAN. Isthat 17.2 percent? 

Mr. Duncan. Yes, sir. 

Senator SparKMAN. Is that for all defense? 

Mr. Duncan. Yes, sir. 

Senator SpaRKMAN. Then do you have the breakdown? Excuse me, 
Mr. Chairman. 

Senator Proxmire. By all means. Go right ahead. 

Senator SparKMAN. Do you have the breakdown as to Army, Navy, 
and Air Force? 

Mr. Duncan. Yes, sir. 

Senator SparKMAN. I am really following your release which was 
through March, and I just wanted to get the comparative figures if 
I may. 

Mr. Duncan. Yes, sir. 

The Army percentage was 36.7 percent. 

The Navy percentage was 17.2 percent. 

The Air Force percentage has gone up to 8 percent. 

Senator SparKMAN. Thank you. 

Thank you, Mr. Chairman. 

Senator Proxmire. You say that you do not have the share of de- 
fense procurement being let under bids and under negotiated con- 
tracts? 

Mr. Duncan. No, sir. Iamsorry. I do not have that with me, but 
I will furnish that. 

Senator Proxmrre. In addition to that, I would like to get also 
for the record, if possible, the small business share of bid contracts and 
the small business share of negotiated contracts. 

Senator Proxmrre. I notice in your statement, Mr. Duncan, you talk 
about the timely procurement of military hardware. Can you give 
me an idea of what percentage of procurement is hardware and what 
percentage is not military hardware—that is, soft goods, blankets, 


apd shoes and clothing, and so forth? Do you have any breakdown 
there ? 
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Mr. Duncan. Only in my head. 

Senator Proxmrire. That is fine. An estimate. We certainly will 
not hold you to any precise figure. 

Mr. Duncan. I would say 45 percent, sir. 

Senator Proxmire. Forty-five percent is military hardware ? 

Mr. Duncan. Yes, sir. 

Senator Proxmire. And 55 percent is not? 

Mr. Duncan. That is our estimate. 

Senator Proxmrre. I am going to ask you another one. The figure 
may or may not be available. That is, what percent does small busi- 
ness get of each ? 

Mr. Duncan. Well, small business gets a substantially higher per- 
centage of nonhardware than it does of hardware. 

Senator Proxmire. This is the explanation for the Army having 
414 times as high an allocation to small business as the Air Force, 
for example, and twice as high as the Navy? 

Mr. Duncan. That is the primary explanation; yes, sir. 

Senator Proxmire. So that the real small-business area is the non- 
military hardware largely ? 

Mr. Duncan. That is the area in which it is easiest for small busi- 
ness to compete. 

Senator Proxmire. Timely procurement, while very important, of 
course, in all matters, is not the same nature at least with nonhardware 
as it is with hardware? 

Mr. Duncan. That is correct. Also the technical problems usually 
are not as great. 

Senator Proxmire. You state that the Department of Defense is 
opposed to the provision which would require agencies to furnish SBA 
records for review. What is the objection to allowing SBA the priv- 
ilege of reviewing the complete file in a given procurement? 

Mr. Duncan. If I may refer, sir, to the statement of counsel on this 
in the formal report furnished to the committee, the requirement 
could apply to all types of records involving the letting of contracts 
and subcontracts whether or not classified and whether or not they 
were directly pertinent to the responsibilities of the SBA. 

As a practical matter, of course, SBA has the right to review all 
pending procurements classified and unclassified and does review them 
with the primary object not merely of considering the applicability 
of set-aside procedures but also with the desire to see whether small 
businesses should be advised of the pending procurement in order that 
they may compete in the event they are not on the bid list. 

Senator Proxmire. Are the SBA people cleared for classified in- 
formation ? 

Mr. Duncan. Yes, sir. 

Senator Proxmrre. Then what is the objection to having them re- 
view the whole file? 

Mr. Duncan. Well, it would appear—and I will ask counsel to cor- 
rect me if I am in error about this—that in furnishing records for re- 
view that this would be very broad, and it seems to really draw the 
line nowhere. In other words, this seems to involve all the records. 

And we do have the practice under the law of letting them review 
all pending procurements, and we are somewhat at a loss to know ex- 
actly why they should need to go through all contract records, which 
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could be quite a burden, when they now have the right to go through 


and do, in fact, go through all of our pending procurements. Is that 
correct ¢ 


Mr. Van Cteve. Yes. 

Senator Proxmie. You state that the amendment which would per- 
mit SBA to make recommendations to contracting agencies with re- 
spect to subcontracts as well as prime contracts is unnecessary since rec- 
ommendations have and can be made under the existing provisions of 
the act. Is this being done now in the Defense Department ? 

Mr. Duncan. Well, SBA is doing it actually. SBA makes recom- 
mendations to us about subcontractors. 

Senator Proxmire. To what extent? 

Mr. Duncan. To a fairly large extent. 

Senator Proxmire. Do you have any figures on that? 

Mr. Duncan. No, sir. It is impossible to compile figures about 
this sort of thing. I should not say it is impossible, but it is not done 
by either SBA or ourselves. 

Senator Proxmire. What harm would be done by putting this into 
aw 

Mr. Dunoan. Well, as we state, we do not object to this provision, 
but we think it is unnecessary. I do not think it would do any harm. 

Senator Proxmire. It is apparent to us that there is an excellent 
relationship, a fine and desirable relationship between the Defense 
Department and the SBA, but administrations change, and we think 
that perhaps this relationship should be protested in a statutory way 
to the greatest extent possible. 

You would have no objection to it then ? 

Mr. Duncan. No, sir. Our position is, as I say, we have no ob- 
jection to it. 

Senator Proxmire. You object to the amendment which would in- 
clude subcontractors within the scope of joint set-aside procedures. 
My understanding is this would allow application of the set-aside 
process in subcontracting only to evaluation of the proposals before 
the contract is let. How could that be objectional ? 

Mr. Duncan. The prime contractor has the responsibility for carry- 
ing out the contract. Within reasonable limits we can and should 
supervise his performance of the contract. But if we start telling the 
prime contractor that he can get certain things only from small busi- 
ness, we think that is probably an action which takes away from his 
freedom of action to an extent which interferes with his performance 
of the contract. 

At the same time, we are increasingly active in the field of sub- 
contracting, and we are seeking to protect small business in the field of 
subcontracting by means which are consistent with the responsibility 
of the prime contractor. 

One of the significant steps which we are taking—and, of course, 
Senator Sparkman’s Small Business Committee had hearings on the 
subject of subcontracting—is that we are making mandatory the small 
business subcontracting program which heretofore had been volun- 
tary, and we are taking other steps, forward steps, in the field of 
subcontracting, but we are trying to protect the freedom of action 
which the prime contractor must have in order that he may dis- 
charge his responsibility. 
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Senator Proxmie. How would this be inconsistent with his re- 
sponsibilities ? : 

It seems to me that part of the purpose in the law is to see that 
small business gets more subcontracts, and to that extent perhaps the 
Congress should interfere with the freedom of the prime contractor. 

We all are so familiar with the connections in business and with 
the fact that large businesses often have associations and so forth, 
which are very useful, and perhaps in most cases highly desirable, 
but which would prevent a smaller business from competing effectively 
on a subcontract. 

Mr. Duncan. Under S. 2032, which would amend the Small Busi- 
ness Act, the Small Business Administration official and the contract- 
ing officer would get together and they would decide whether or not 
the prime contractor would be required to buy a particular item solely 
from small business. The prime contractor would not be a party to 
this determination. And we think that this simply deprives him of 
an authority which he should have. 

Now, we do not think, because I say this, that this decision should 
be rendered without consciousness of the fact that he still is using 
Government money. We do have a right to exercise a certain degree 
of control over him, and we should, but we do not believe this is the 
proper way to go at this. 

Senator Proxmire. I am just wondering whether it would not be 
perfectly all right to have the prime contractor a party tothis. Would 
that solve it? 

Mr. Duncan. Who would make the decision ? 

Senator Proxmire. The prime contractor perhaps would not make 
the decision, but he could make his representation, and the decision 
would be made under this by the SBA, I suppose. 

Mr. Duncan. In the field of prime contracts, the final decision 
whether or not there will be a set-aside is made by the contracting 
officer, who is responsible for the purchase. Without suggesting that 
we could favor such a procedure which would authorize the prime 
contractor to make this decision, certainly I would say that if he 
cannot make the decision we do not consider that it would be con- 
sistent with his contractual responsibility. 

Senator Proxmire. Let me proceed along this line. It is my under- 
standing that the subcontracting program of the Department of De- 
fense has not proceeded satisfactorily or at least quite satisfactorily, 
and this information is based on testimony given to the Small Busi- 
ness Committee and on recent survey made by the Small Business 
Administration. Would it not be advisable to have the help and 
cooperation of the Small Business Administration in carrying out 
this program ? 

Mr. Duncan. It certainly would be desirable to have their help and 
cooperation, and we have received it to a very gratifying degree. 

I might say that while neither the critics of the program nor the 
Department of Defense are fully satisfied with it, since it is in process 
of development, there are degrees of dissatisfaction. 

I might go further and say that SBA made a study at the request 
of the Department of Defense of the subcontracting programs of nine 
major prime contractors, and it was on the basis of the assistance 
received by SBA that we have been able to make the progress we have 
in recent months. 
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Now, I do not mean to suggest that it is solely on this account or 
that we accepted all of their recommendations in toto, but we have 
benefited greatly from their assistance, and we do value it. 

Senator Proxmire. Fine. It has been very helpful to the Depart- 
ment of Defense then to have SBA in on it; and helpful to the tax- 
payers? It has certainly been helpful to small business. 

Mr. Duncan. Yes, sir. 

Senator Proxmire. I am just wondering why SBA should not be 
in on all actions in a given pr ocurement. 

Mr. Duncan. Well, if when we say “in on it” we mean SBA is go- 
ing to make a decision the prime contractor can buy certain things 
only from small business, I would say that is not desirable for the 
reasons I previously stated. 

I would say, however, SBA is in on it at the present time to the 
extent of being consulted and to the extent of being generally familiar 
with the subcontracting programs of the major prime contractors. 

Obviously, with the “tremendous amount of prime contracting that 
goes on and subcontracting, SBA cannot follow each of these in detail. 

Senator Proxmire. Earlier you gave me figures on the portion of 
contracts small businesses had—17.2 percent. You said this is up 
one-tenth of 1 percent from last year ? 

Mr. Duncan. This is. 

Senator Proxmire. How does this compare over the last 4 or 5 
years? Is this now down quite a bit? Was it not above 20 percent a 
few years ago? 


Mr. Duncan. I am not sure whether I have all that history clear 
back ornot. Let meseeifI do. 
Iam sorry, sir. I do not have the figures all the way back. 


Senator Proxmire. I understand that we have those figures, and 
they will be put in the record. 


(The figures referred to follow :) 


Small business share of formally advertised and negotiated prime contract 
awards to U.S. business firms, fiscal years 1957, 1958, and 1959 to date 


[Amounts in thousands] 























Total awards to U.S. Small business 
business firms awards 
Period Zs ate 
Amount | Percent Amount Percent 
Fiscal year 1957: 
NTE TTT eee ee ene oneanpeneewuaen $3, 320, 376 17.4 $1, 973, 207 59.4 
I «0s ns nD ok nae wewaas : 15, 812, 321 82.6 1, 809, 319 11.4 
a a hahaa 19, 132, 697 100.0 3, 782, 526 | 19.8 
Fiscal year 1958: 
en ON se en chooks aces csuecemeeneiin 3, 114, 824 14.3 1, 794, 496 57.6 
a 18, 711, 916 85.7 1, 934, 522 10.3 
EE cece he sbkw otk adhd celia eas 21, 826, 740 100.0 3, 729, al 17.1 
Fiscal year 1959 through March: 
Formally advertised _..............-- pitted BAST: 2, 079, 523 13.8 922, 068 44.3 
nn oe a tae 8 2 ree ss ie a kt 12, 940, 395 86. 2 1, 490, 957 11.5 
nae nite nihe banhaes cies aby ate Aaaikmdehaieeiin 15, 019, 918 100. 0 2, 413, 025 16.1 





Mr. Duncan. Responding to your statement, it is lower than several 
previous years. I do not know what, exactly, their relationship is, 
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but it is lower than some previous years. I cannot trace them all year 
by year for you. 

Senator Proxmire. Do you want to give us an explanation for that? 

The implication, of course, is if it is lower it is because small 
business has not been getting the share it used to get; that big business 
is more aggressive ia perhaps small business less aggressive. Or be- 
cause the Defense Department and other Government agencies are 
not being as aggressive as we hoped they would be in giving small 
business the opportunity. Or is it because of the makeup of the 
procurement ? 

Mr. Duncan. We feel it is because of the makeup of the procure- 
ment, Senator. We go into this very carefully every year, and the 
complexity and magnitude of modern weapons are such that it is 
very difficult for small business to make them. There are some items, 
to be concrete, that small business simply cannot make, such as mili- 
tary aircraft. We are not making battleships any more, but large 
naval units, things of that sort, small business simply cannot make, 

Senator Proxmire. Thank you very much, Mr. Duncan. We ap- 
preciate your testimony. 

Mr. Duncan. Thank you. 

(The following was received for the record :) 


MILITARY PROCUREMENT INFORMATION RELATING TO SMALL BUSINESS 


Although the Congress has often stated its desire with respect to awarding 
the small business concerns a fair proportion of the appropriated dollar for 
supplies and services in the continental United States, the Department of Defense 
records of awards going to small business as prime contracts has progressively 
decreased year after year at an alarming rate— 

Fiscal 1954 : 25.3 percent of $11,448 million 
Fiscal 1955 : 20.5 percent of $14,930 million 
Fiscal 1956 : 19.6 percent of $17,750 million 
Fiscal 1957 : 16.6 percent of $19,133 million 
Fiscal 1958 : 17.1 percent of $21,827 million 
Nine months of 1959 : 16.1 percent of $15,020 million 

The small business firms should at least get 20 percent of the appropriated 
dollars for fiscal 1959 and 1960, and we in Congress should insist that this be 
done. This could mean only an increase of approximately $300 million on what 
they receive in fiscal 1958. There are many ways to do this. For instance, in 
fiscal 1958 there were $508,732,000 in awards on which small concerns could not 


ee use 


bid because of proprietary controls or standardized specifications. In fiscal 1958 | 
there were awards made amounting to $13,971,326,000 which had no known small 
business sources. Efforts should be made by the Department of Defense to find | 


more sources. 

There should be more procurement made on an advertised competitive basis. 
During the past 5 years only 15 percent of the total dollars awarded have been 
advertised. Eighty-five percent of the awards made were without competition 
and one reason why small business is not getting a fair share of the Government 
business. 

The net awards to the first 100 large companies amounted to 74.2 percent of 
the dollars spent in the continental United States; 25 of these 100 companies 
received 57.5 percent of the dollars spent. These awards were largely made 
under what is known as the “weapons system concept” of procurement, and there 
is some question as to whether this system when used is in the best interest of 
the Government and the small business community. 

In fiscal 1958 there were $635,422,000 awards made in which small business 
could not participate because it could not meet quantitative or delivery require- 
ments. The requirements should be broken down into smaller quantities and 
delivery dates extended to allow small business to participate. 


Senator Proxmire. We have received from Mr. Burger a statement 
which will be inserted in the record at this point. 
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(The statement referred to follows :) 


STATEMENT OF GEORGE J. BURGER, VICE PRESIDENT, NATIONAL FEDERATION OF 
INDEPENDENT BUSINESS 


I am George J. Burger, vice president and Washington representative of the 
National Federation of Independent Business. I am appearing here solely for 
the membership of the federation. 

We represent independent business and professional people in all vocations 
of the industries from all parts of the country. We have the largest directly 
supporting membership of any business organization in the country. The mem- 
bership totals at this moment a little in excess of 130,000—all independent busi- 
ness and professional men—all voting members, so that when I appear here 
today I am speaking officially for in excess of 130,000 independent businesses 
of all descriptions. Our members, and they alone, determine our stand on 
national legislation and issues by their signed mandate ballots which they lay 
right on the desks of their respective Members of the House of Representatives 
in Washington, D.C. We are the only business organization of this kind. 

From the very first instance, after the creation of the Small Business Ad- 
ministration in June 1953, to make certain this agency would carry out the will 
of Congress in its aid to small business—upon instructions of our head office— 
I had personal conferences with regional offices in many of the Middle Western 
and west coast cities. One very important conference took place in Kansas City, 
and disclosed an alarming situation. 

Upon my return to Washington the latter part of October 1953, extensive con- 
ferences were held with the officials of SBA and a few days later, a joint con- 
ference with Treasury, Commerce, and SBA which resulted in drastic changes 
. the regulations and the procedure of SBA to carry out the original intent of 

ngress. 

In 1957, similar conferences were held in a more extensive area with regional 
directors of SBA, which resulted in some improvement in the operation of the 
Agency in the many areas to assist small business. A complete report of these 
conferences was made by me in my appearance before the House Banking Com- 
mittee, early in 1958, and during that appearance before that committee, one 
member stated openly that he recommended that I continue these personal visits 
with regional offices of SBA as the findings of these visits had been valuable to 
the committee as to the operation of the Small Business Administration. 

Following out this suggestion, again in September 1958, similar extensive con- 
ferences were held with regional directors and their staffs in the following 
cities : Cleveland, Chicago, Minneapolis, Kansas City, San Francisco, Los Angeles, 
Dallas, New Orleans, Atlanta, and New York City. 

It is interesting to note, Mr. Chairman, that other regional directors of SBA, 
having word of these visits, have more recently requested that similar coverage 


' and conferences be held with them. 


The line of questions presented in these conferences was as follows: 

1. Number of applications received per month in 1958 compared with number 
received per month in 1957? 

2. Average amount per application in 1958 as compared with average amount 


/ in 1957? 


8. Percentage of applications approved in 1958 per month as compared with 
1957? 

4. What are the general purposes of the loans for which the requests are made? 

5. Percentage of participation loans in 1958 as compared with 1957? 

6. What is the reaction to the 5% percent interest limit? 

7. What is the experience on servicing of loans where accounts receivable or 
inventories have been utilized as collateral? 

8. What is the dollar loss and percentage of losses and/or delinquencies at the 
present time? 

9. General discussion on the disaster loan program. 

10. What, if any, is the reaction from the personnel of SBA and the general 
public since SBA is a permanent agency? 

In each and every one of these conferences, considerable time was taken and 
I must state that there was no attempt to conceal or refuse the information but 
the utmost cooperation was extended in giving me the facts as they actually 
happened in the respective areas that the regional offices served. 

Mr. Chairman, it would be my intention, if time permitted, to chart the overall 
and the answers that I received during these interviews. However, if these 
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hearings would remain open, just as soon as possible, I would supply the com- 
pilation that might be of interest to the committee in any further study of the 
operation of SBA. 

I found it most encouraging, that from the first moment after Congress made 
the SBA a permanent agency of the Government, the morale of the employees 
in SBA had, in my opinion, increased 1,000 percent. I gathered up until that 
time that most of the employees, at all levels, naturally had in the back of their 
minds worry as to their future. So, from that moment on, due to my earlier 
visits, I could see a much healthier action upon the part of the employees of 
SBA in carrying out the will and original intent of Congress to aid small business, 

It was particularly noted in many of the areas visited that more active, posi- 
tive attention was being taken by SBA in the procurement section of the various 
regions, taking a more definite stand that small business got a fair share of 
Government business in the present defense program. In some of the areas, it 
is to be noted that advancement has been made in displays, etc., so that small 
business would have more knowledge available to them as to business with the 
Government. 

1. My observation, in my visits last September, is the need for increased vom- 
petent personnel in SBA. I believe it is most necessary that increased employ- 
ment should take place in SBA such as “interviewers” and “counselors.” By that 
I mean, when a small businessman personally visits with SBA, they will be able 
to sit down with an interviewer or counselor and go over the problem and then 
determine whether the application is meritorious or not. Through increased 
personnel in that section of SBA it would mean to a large degree, that the in- 
dividual, interviewer or counselor, would be obligated to stay with that case until 
accepted or rejected. With the increased applications coming in to SBA, I find 
that there is a handicap, and a severe handicap, facing this type of personnel to 
handle the applications with speed. 

Let me go into this subject matter a little further. It’s most important as in 
one of the areas the Director of that office advised me that in interviewing an 
applicant for an SBA loan, he and his limited staff tried to trace the background 
of the applicant’s business, going te the extent that even in the past few years 
of the applicant’s business, if he showed a loss they attempted to counsel with 
the applicant as to whether some correction or suggestion could be made to im- 
prove the business and if put into. “ect—in some cases they are able to grant the 
loan, believing there is merit in the business and the loan would be covered by 
profits coming out of the business. 

We are sure that if a similar procedure was used in many areas throughout the 
Nation where SBA serves small business, and if there were competent informed 
manpower who have the basic knowledge of small business, it could result in uni- 
versal approval of SBA and a vote of thanks from small business to the Con- 
gress of the United States in creating this agency in the first instance. 

2. I believe additional closing attorneys can be utilized by SBA regional offices. 
This in itself would speed through the application. It may be found that the 
repeated criticism leveled against SBA, in many cases, is most unjust—that the 
responsibility for the delaying action does not accrue wholly with SBA but does 
accrue in many instances where outside personnel is engaged by the applicant 
or, it may be found due to certain action by participating banks. 

3. With the increased workload on SBA, there may be need for increased 
stenographic help in the various regions of SBA. 

4. The agency’s action as it applies to procurement business for small busi- 
ness, from the armed services, was extensively covered in all of these conferences 
and some very very interesting information was brought out. At the present 
time, SBA has a limited number of men in their employ on Government business. 
We come to the conclusion that small business specialists now in the employ and 
exclusive employ of the armed services, should be transferred and placed on the 
payroll of the Small Business Administration, and that their full responsibility— 
in no uncertain terms, should be with the Small Business Administration. 
Through this, we believe that small business will then get a fair share of Gov- 
ernment business. This should be considered by the committee, with new recom- 
mendation. 

Mr. Chairman, in many of the areas visited we had in our minds many com- 
plaints registered by small business as to the inefficiency of SBA. In a majority 
of cases where we checked very thoroughly for a showdown on these reports, the 
adverse report on SBA was unfounded. 

In conelusion, Mr. Chairman, I think it is necessary to consider the number 
of personnel that was employed during the life of the Reconstruction Finance 
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Corporation, and match this with the small number of employees in SBA, 
nationwide. Bear in mind SBA is to serve the essential needs of small business, 
which we believe numbers in excess of 44% million, both at the production and 
distribution level. Therefore, it is necessary that this agency be properly staffed 
with edequate personnel, similar in some degree to what RFC had during its life. 
This does not mean to load the agency with help just because it is help, but that 
they will be able to serve small business in the way that Congress expected and 
hoped when it created the agency in the first instance. 

Finally, in view of our strong support of the SBA legislation from the first in- 
stance and our continued support to this important agency, we owe it to our 
nationwide membership—all small business, and in fact to all small business of 
this Nation, to see that the agency operates in keeping with the intent and 
will of the Congress, and also to be subject to review by Congress whenever 
called upon to give a report of their stewardship. 


Senator Proxmire. The subcommittee will stand in recess until 10 
a.m., tomorrow morning. 


(Whereupon, at 11:40 a.m., the subcommittee was recessed, to be 
reconvened at 10 a.m., Tuesday, July 21, 1959.) 
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TUESDAY, JULY 21, 1959 
U.S. SenaTE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BusINEss, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New 
Senate Office Building, at 10:22 a.m., Senator William Proxmire 
(chairman of the subcommittee) pr esiding. 

Present: Senator Proxmire. 

Senator Proxmire. The Subcommittee on Small Business of the 
Banking and Currency Committee will come to order. 

Our first witness this morning is the Honorable Joe L. Evins, of 
Tennessee, Congressman from Tennessee. 

Weare delighted to see you, Mr. Evins. 

Will you identify the gentleman with you for the record ? 


STATEMENT OF JOE L. EVINS, A REPRESENTATIVE IN CONGRESS 
FROM THE STATE OF TENNESSEE 


Mr. Evins. Thank you, Senator Proxmire. 

This is Mr. Marshall, my assistant. 

I serve as chairman of Subcommittee No. 1 of the House Select 
Committee on Small Business. Its jurisdiction relates to the opera- 
tions and oversight of the Small Business Administration. 

During the early months of this year we held some extensive hear- 
ings regarding the operations of the Small Business Administration 
with particular emphasis on the Small Business Investment Act 
which became law in August of last year. They have had now about 
lyear of operation under the Act. 

‘As you recall, at the time that act was passed it was hailed as the 
greatest step forward, the greatest advancement forward in aid of 
small business, to provide equity capital and long-term loans, which 
were badly needed. 

At the time the hearings were announced, some 8 or 10 months later, 
only two companies had been licensed under the law. It was antic- 


_ ipated there might be 1,200 or 1,500 companies set up to make this 
_ type of loan available. 


During the hearings three companies were announced, making five. 
Just. after our hearings two or three more were licensed, Since then 
additional licenses have been granted. Another one was chartered or 
licensed on yesterday. 

To date I believe there have been 20 companies licensed to do busi- 
hess under this act. 
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For the sake of convenience, I will, with your permission, list some 
of the amendments that I think should be made to the act to make it 
more workable and to make it more effective. I am not going to em- 
phasize them on the point of their importance but in the order in 
which the language appears in the act. 

As the committee knows, the Smal] Business Investment Act limits 
the operations of the act to the United States, the Commonwealth of 
Puerto Rico, and the District of Columbia. The act should be 
amended to provide that the geographical limits of the act will in- 
clude the Territory of Guam. 

The desirability of this was clearly pointed out by the testimony of 
the Honorable A. B. Won Pat, speaker of the Legislature of the 
Territory of Guam, before our subcommittee, in which it was shown 
that for some reason the wording of the act precluded an investment 
company from being organized in the jurisdiction of Guam, although 
other agencies oper: ated in that field, and the Sinall Business Act it- 
self specifically includes Guam. 

So this could be taken care of by merely adding after the defini- 
tion of the United States the language “the Commonwealth of Puerto 
Rico, the District of Columbia, and the Territory of Guam.” 

I certainly see no reason why a company should not be established 
there if they filed an application and it was otherwise acceptable. 

Another amendment to the act I think should be made is under sub- 
section 302(a) and 303(b), which should be amended to provide that 
the funds advanced by SBA to small business investment companies 
should be furnished at a rate equal to the rate charged the Small 
Business Administration by the Tveasury, with perhaps a small 
fraction of 1 percent added for overhead costs. 

The funds furnished under 302(a) are advanced by SBA for the 
purpose of creating the minimum capital requirement of the invest- 
ment companies. At the present time, the act does not set out what this 
rate should be, and the SBA is charging 5 percent per annum. I am 
advised that only 8 or 9 of the 18 companies licensed have utilized any 
of the funds, and only $282,000 has been disbursed to date. 

In other words, the SBA can advance funds to them to an amount 
equal to their own investment up to a limit of $150,000. The SBA 
has set the rate at 5 percent. 

Subsection 303(b) is the provision whereby the SBA is given auth- 
ority to lend funds to the investment companies up to one- half of their 
capital and surplus. At the present time the act provides that the | 
Administration shall set the rate of interest on these loans. The SBA 
has also set this rate at 5 percent. Indications are that this fund will 
be utilized very little. In fact, to date there has been no application 
for a loan under this section. 

These proposed changes concerning the interest charged for SBA 
funds have been widely recommended, I might point out. 

As the committee knows, this is wholesale money, and there is very 
little administrative cost in the processing of this type of loan since 
the SBA already has complete records of, and almost day-to-day 
control over, the small business investment companies. These loans 
are not to be c ompared with the loans made to small business concerns 
by SBA under its financial assistance program wherein it is neces- 

sary to process and investigate each loan application through a com- 
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plete analysis of the financial condition of the company from the 
very beginning. 

_A small business investment company would not be licensed by 
SBA unless it would be eligible for loans under 802(a) and 303(b). 
{t seems to me it should not cost them much to process these loans. 

In other words, Mr. Chairman, these small business investment 
companies will be supervised just like the Federal Deposit Insurance 
Corporation supervises the banks and like the Federal savings and 
loan associations are supervised by the Home Loan Bank Board. 
So they have control over them in great detail. 

The testimony at our committee indicates that these investment 
companies are not going to be very interested in making direct loans 
to small business concerns unless they can receive their wholesale 
money at a more reasonable rate. Of course, it is hoped and expected 
that these companies will obtain most of their funds from other 
sources, but it is also felt that if they could get these Federal funds 
at a reasonable rate that it will help them get off the ground and 
will attract other capital. 

There may be a time in the future when the 5-percent rate set by 
the Administration will be realistic, but at the present time it is 
thought by some to be out of line. 

At the time of the drafting of this statement, the Treasury Depart- 
ment had not yet informed the SBA as to what the cost of these 
funds would be during the current fiscal year of 1960, 

The cost of these funds to SBA during the past fiscal year of 1959 
was 28¢ percent. 

The cost of these funds to SBA is determined by the Secretary of 
the Treasury, taking into consideration the current average rate on 
outstanding interest-bearing marketable public debt obligations of 
the United States of comparable maturities, pursuant to section 4(c) 
of the Small Business Investment Act. I am advised that the deter- 
mination is made in the first month of the fiscal year and the rate 
so determined pertains throughout the year. 

This change is recommended both on theory that SBA should not 
lose money on these loans and also that the small business investment 
companies should receive these funds at a rate that would promote 
the making of small business loans to small business concerns, 

The next proposed change is one which should certainly be ap- 
proached with caution but which has much merit. It is felt that 
section 304 of the act should be amended in such a manner as to give 
the investment companies more flexibility in supplying equity capital 
to these concerns. 

At the present time, as the committee knows, the SBI Act provides 
only one method by which equity capital can be provided to small- 
business concerns by the investment companies. This is by the pur- 
chase of debentures from the concerns. These debentures may be 
convertible at the option of the holder, but are subject to call by the 
concern on any interest payment date, with 3 months’ notice. 

There was much testimony in the hearings before our subcommittee 
to the effect that, in addition to convertible debentures, the investment 
companies should be allowed to purchase from the business concerns 
debentures with detachable stock warrants and perhaps even pre- 
ferred or common stock, and thus be given greater flexibility in pro- 
viding capital. 
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I understand that there are bills before your subcommittee which 
would amend section 304 to delete the portion concerning convertible 
debentures and provide that the investment companies could supply 
equity capital to the small business concerns “in such manner and 
under such terms as the small business investment company may fix 
with the approval, by regulation or otherwise, of the administration.” 
This would place the matter of equity financing on open negotiation 
between the investment company and the business concerns. This 
would provide for greater flexibility and marketability. 

But when considering this important change, I think there are 
other things to be considered, more especially the interest of the small 
business concern and its attitude toward giving up partial ownership 
of its company. 

At the present time, under section 304, the business concern can 
at least cause the investment company to make a decision as to whether 
it will convert its stock now rather than holding it over its head for 
a number of years. This can be done by calling in the debentures 
on 3 months’ notice. 

Under the proposed change, this would be deleted from the act and 
would be left to open negotiations. Of course, open negotiations in 
the market are always desirable. Many feel that when a concern must 
have money and there is but one place to get it, there is no real open 
market and the negotiations are one-sided. 

It would seem advisable to put some provision in section 304 which 
would assure that the small business concern would have an oppor- 
tunity to reacquire its equity if desired. It is also felt that there 
should be some protection against the investment company obtaining 
control of the small business concern through stock purchase and 
subsequent refinancing. 

It is suggested that if section 304 is amended provision should be 
added whereby the small business concern would have the oppor- 
tunity to repurchase their equity from the investment company as 
long as the investment company has control of the stock. A repur- 
chase provision would be desirable, and evidence indicates it would 
be acceptable to the investment companies. 

One witness testified, and I quote: 

I think something should be in the act if you want to keep the company from 
gobbling up the small businesses. 

Of course, the primary concern of banks and investment companies 
entering this field is that of the investor and that of making money. 
And, of course, it is recognized that they must be able to make money 
for this program to work. 

But we must also look to the side of the small business concerns. 
Will they be willing to give up equity in their businesses without the 
hope that they may be able to reacquire it? We do have the testimony 
of one small businessman who appeared before the House Small Busi- 
a eo, Mr. Gary E. Lilly of Des Moines, Iowa, who 
testified : 


We did subsequently investigate the possibility of a loan through one of these 
small business investment firms, but we did not wish to give up the control of 
our company or stock interest in the company to such a concern, which we were 
advised would be necessary. 
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I have spent some time on this proposed change because I consider 
it to be of paramount importance. I think that perhaps the success 
or failure of this program will turn on section 304 of the act. Cer- 
tainly we would be contradicting our very purpose if, in our anxiety 
to make small business investment companies attractive, we set up a 
system that might exploit small business instead of serving it. 

Whatever we do about these amendments, in my view, we must 
keep in mind that the purpose of these small business investment 
companies is to serve small business and to help small business. 

In other words, we want to harness this system of small business 
investment companies to work for small business. We do not want 
to set up a system that would result in small business investment com- 
panies harnessing small business only for their profit and advantage. 

Section 304(c)2 should also be amended in order to provide that 
the small business concern will agree not to incur any additional 
indebtedness except open account or temporary short-term indebted- 
ness without first securing the approval of the company and giving 
the company the first opportunity to finance such indebtedness. 

The only change that this would entail would be the insertion of the 
word “additional” and the phrase “except interim or short term.” 

Our hearings developed that there is a possibility that section 
304(c) 1 and 2 of the act could be used as a yoke to keep the small 
business concern harnessed to the investment company as the sole 
financing sources. This would provide them with the opportunity 
to obtain short-term and other loans outside the investment company. 

Of the 20 companies licensed to date, at least 4 are owned by banks, 
bank holding companies, or have common ownership with banks. At 
least two others are interlocked with banks through common top offi- 
cials. One is completely owned by a finance company, and at least 
one other is closely connected by interlocking officials with a finance 
company. This means that at least 8 of the 20 companies licensed are 
tied in with existing banking or lending institutions. 

This suggested change would assure the business concern that, if 
desired, it could refinance its indebtedness at another source and 
could obtain open account or temporary short-term credit without 
returning tothesamecompany. Thisis in line, I might add, with reg- 
ulations of the SBA now in effect—regulation section 107.304-1(g)— 
and this regulation in my opinion should be enacted into law. 

Section 304(d) of the act should be amended to provide that the 
small business concern will have the opportunity to become a stock- 
holder-proprietor of the company by investing in the capital stock of 
the company in an amount equal to not less than 2 percent nor more 
than 5 percent of the amount of capital received from the investment 
company. At the present time the act makes it mandatory that the 
small business concern do this, but the proposed change, herein men- 
tioned, would make it optional. 

It has been stated by Mr. Barnes, Administrator of the Small Busi- 
ness Administration, in testimony before our subcommittee that this— 
theory of compulsory stock purchases by the small business concerns was to 


reduce indebtedness of the investment company to the Government and thus 


gradually to lessen Government participation until the program ultimately 
rests solely on private capital. 
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This is perhaps true, but it is also felt that there is another reason— 
that it was the intent of Congress to set up a program whereby the 
ownership of these investment companies would be on the broadest 
base possible and that the small businesses themselves would have_at 
least an interest in them and in their operation. 

By this same method, of course, production credit associations all 
over the country are becoming homeowned by the farmers themselves. 

A majority of those testifying on this subject stated that the small 
business concerns do not want to be compelled to purchase this stock 
and that it 1s the small businesses themselves that object to it. I 
believe this is true—that when one makes a loan he does not necessarily 
want to be required to purchase stock to get the loan. 

If they want to purchase it on an optional basis, it would seem 
desirable. 

I believe it to be advisable that this portion of the act be amended 
to make this stock purchase optional rather than mandatory. I would 
hope that the investment companies would not discourage the small 
business concerns from purchasing this stock but that in many suitable 
cases would encourage them. 

Section 304 of the SBA Act provides that it should be a “primary” 
function to provide equity capital. I think that is desirable, and that 
isthe purpose. Section 305 of the act, which provides for direct loans, 
failed to indicate that this was a “primary” function of the act. 

It is my suggestion the section be amended to include the word 
“primary” in both sections. 

I believe probably the Administrator and some of the concerns 
would like to delete the word “primary,” but that is one of the two 
purposes that were set up—to make loans available. Let’s make it 
a primary function also. 

So the act in this respect, in my judgment, should be amended. 

The act should be amended to make certain that assistance can be 
given to both incorporated and unincorporated business concerns. As 
things stand the system provides assistance to incorporated small 
businesses or those willing to incorporate. 

There is strong argument for the suggestion that some provisions 
should be made whereby the investment companies would be excluded 
completely from the Investment Company Act of 1940. It is recog- 
nized that the Securities Act of 1933, with its disclosure mandate, is 
a necessary control over the investment companies. However, the 
Investment Company Act of 1940 is essentially a regulatory act and it 
was not the original intent that it should apply to the types of invest- 
ment companies created under the SBIA. The constant day-to-day 
control that the SBA has over the investment companies would be 
sufficient regulation. 

It is recommended that subsection (c) of section 807 of the Small 
Business Investment Act be deleted and a provision inserted therein 
which would make clear that these small business investment companies 
are not to be construed by law as being subject to the Investment Com- 
pany Act of 1940. 

Before closing, I would like to make one further observation rela- 
tive to the financing of these investment companies. There exists a 
need or will exist a need, as more companies are charted and as their 
business expands, for a secondary market. The committee will want 
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to look now to providing a means of guaranteeing an adequate supply 
of wholesale money for these smal] business investment companies 
for the future. 


Sen: “— Proxmire. Congressman Evins, I want to thank you very 
much. Ido want to ask some questions. 

I preface the questions by saying I very much appreciate, admire, 
respect, and agree with your basic position expressed here, which takes 
the viewpoint of small business that needs the money rather than the 

viewpoint of the investor, although both view points I think you rec- 
ognize are legitimate, desirable, and necess: ry. 

Some of my questions may imply an attitude which I do not feel 
myself but I want to make them challenging so that we can get some 
of these facts out before us. 

You raised the point and you made is very emphatically in your 
testimony that this 5 percent rate set by the Administration is too 
high and you thought that it ought to be key ed to the cost of the money 
to the Federal Government plus a fraction of a percent for overhead 
costs. 

Then, you say, “The cost of these funds to SBA during the past 
fiscal year of 1959 was 23% percent.” 

Obviously, a fraction “of a percent would mean that the money 
would be made available to the SBIC at less than 3 percent perhaps, 
if these assumptions are correct. 

Does this not depend on what you mean by cost to the Government? 
Obviously the interest rate on the new _noney the Government is bor- 
rowing now is above 414 percent, and 5 percent would be about right. 

In view of the fact that the Government is refunding and that 
this is a new project that is just moving ahead now and we are 
just beginning to borrow money for it, is there not some justification 
for this 5 percent rate that they are setting ? 

Mr. Evins. Well, the purpose of the whole act, as the chairman 
knows, was to provide a means of equity capital and long-term 
financing so that small business could be aided. If they are going to 
set the rate so high that the investment companies cannot make loans, 
then you are not § going to be able to serve the small business economy. 

Of course, the banks make limited loans, and insurance companies 

make big loans, and this was to provide intermediate types of credit. 
If we set the interest rate so high that the concerns cannot make a 
little profit, then they are not going to be able to make loans. I 
think that it must be held to the very minimum. 

Senator Proxmire. Is it not true though that the justification for a 
5 percent rate is not only related to the present instant cost of new 
money to the Federal Government but also to the market conditions 
that prevail now? 

If you permitted small business to come in and borrow at 3 percent 
at a time when the going rate is between 5 and 6 or more, the premium 
would be so great that there would be a tremendous waiting list, I 
should think. You would have a situation which Congress may ‘or 
may not have intended. 

I had understood that the idea was to let the Government begin it 
and then have private enterprise move in as fast as possible and that 
the Government should get out as quickly as they properly can once 
these institutions have been established. 
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Mr. Evins. Well, of course, the authorization for loans which the 


SBA can make to the smal] business investment companies is limited | 


to only a certain amount, and when that is exhausted perhaps they 


may not come back for more loans, That was the purpose—to put | 


capital in their hands, to get them operating and going. 

In the Small Business Act the disaster loan is fixed at a maximum 
of 3 percent. So in another section of another law the Congress 
set the rate at which they could go. 

Since this was left open, our committee feels that it was set too 
high. Now, your committee might feel otherwise. I recognize what 
you say about the realities of the present situation, but I think that 
this interest rate should be held down. 

Senator Proxmrire. All right, sir. 

Let me go on to another point you were making. You refer to 
section 304 which you say “would assure that somewhere along the 
line the small business concern would have an opportunity to re- 
acquire its equity if desired.” And you point out very sensibly that 
the small business concern should not be placed in a position where it 
loses control of its company through acquiring equity capital. 


I wonder, in view of the fact, as you point out, that we have only | 


had 20 of these companies started—Mr. Barnes is perhaps optimistic 
when he says he expects 200 at the end of the year, and we agree 
progress has been very slow, and we would all like to see it speeded 
up—whether this would not be a discouragement to the small busi- 
ness investment company if it were put in the position of having a 
profitable company in which they invested being unable to buy them- 
selves out and losing this investment which they made. 

What I am thinking of is the Electronics Capital Corp., a big 
outfit that is going in on the basis of a $16 million investment to begin 
with. They say that they look forward to a situation in which they 
might invest in four lemons for every one company that really pays 
out. One company that pays out, however, would make it worthwhile. 

In the event we permitted the one company that was very success- 
ful to buy out, then it would destroy the whole basis of a speculation 
which makes it worth the gamble that they have to make. 

Mr. Evins. I am certainly in agreement with your position on that, 
Senator Proxmire. 

Senator Proxmire. So that if you permitted, then, as you recom- 
mended here, the small business company to buy back its equity, do 
you not lose the basic reason for many small business investment com- 
panies moving ahead and making their speculations? 

Mr. Evrns. Yes; I think that it should be made optional rather 
than mandatory. 

The small business concern would have to buy it back at the sound 
book value, and the investment company would make a profit in any 
event. In fact this might well give the investment companies their 
best opportunity to cash in and take their profit. 


Senator Proxmire. You point out that it is control that you are | 


mainly concerned about. Perhaps we could work something out so 
the small business company would always be in a position to retain 
its control even though a substantial equity is held by an SBIC. In 
othe words, they would be able to buy back enough so that any time 
they wanted to regain control, or because of various changes that 
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might take place in ownership, they could regain control, but at the 
same time the SBIC would have the incentive of having a good, 
profitable investment they could hold on to for a substantial time. 

Mr. Evins. These SBIC’s were intended by the basic law to assist 
the small business economy to go forward and to succeed and to profit 
and do well and make its contribution to the community. We do not 
want them set up where they just acquire the stock of these com- 
panies and, if they turn out to be profitable, control them and ulti- 
mately own them. 


We want these investment companies to serve the economy and 
not to absorb them. 

As to the matter of the small businesses obtaining control of the 
investment companies, it seems to me if you continue over the years 
to require them to purchase the stock of the investment companies 
then they will ultimate control them, but if you leave it on an optional 
basis the investment company can continue on its own judgment. 

Some small businesses may well want to purchase stock but others 
may not so I do not think that they should be required to purchase 
stock in the companies. 

That is my feeling, and that is about the summation of all the testi- 
mony we heard before our committee. 

One man testified and said, “Well, no matter how you coat the pill, 
you are not going to make the small business concern like it.” 

When they come to the bank to get a loan, they expect to get the 
loan. They do not want to be told that, “You have got to acquire 
stock in this company before you can get a loan.” It is a hammer over 
the head if you require them to acquire stock as a prerequisite to first 
getting a loan. 

He said, “No matter how you coat the pill, you are not going to 
make them like it.” 

Senator Proxmire. I think you are right. But I am talking about 
something else. I am talking about the situation in which the small 
business loses control of itself, where SBIC steps in and gets a ma- 
jority of the equity. 

Mr. Evins. Yes. 

Mr. Proxmire. That kind of situation is bad, I agree. I agree we 
perhaps should have a safeguard in the law so that the small business 
company can protect itself. 

At the same time, it would seem to me it might be a compromise that 
is perhaps desirable to permit SBIC to protect itself Soom having 
every small business company going ahead and stepping in and buying 
back all the equity. Perhaps if they bought back just enough so they 
continue to have control, the small business company would have 
control and the SBIC would have a substantial equity investment, 
less than 50 percent, less than control, but enough so that they would 
have a reward for their investment, for their initiative. That way 
perhaps we could satisfy both parties. 

Mr. Evins. It is a very difficult situation. I realize this is a very 
difficult question to resolve in legislation, Senator. 

If we can have flexibility for the investment company and still 
maintain the independence of small business, that, it seems to me is 
what we must try to work for. 

Senator Proxmire. All right. There is just one other question 
that arose in my mind in the course of this excellent testimony. 
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I am wondering if you fee] that there has been too much emphasis 
on banks and b: ank holding companies. I had a feeling at first the same 
way, but I am inclined to think that these are very logical institutions 
to go along with small business investment companies, They have 

a lot of practical experience. They know their community. They 










































know their people. They know who is reliable and who is not. 

It may be that this is a convenient way to get small business invest- 
ment companies started in a fairly quick way, if we are going to get 
them started at all. 

Mr. Evins. Well, of course, insurance companies and banks and 
the other institutions have the capital, the money available to buy 
stock in them to get them established, and so long as they are not con- 
trolled and absorbed and held completely, owned, by the banks, I think 
you are going to have to recognize that the banks are in the picture, 
and it is ‘Important that they be toa degree in the picture. 

But I do not think that they should own them all and control them 
all. Let’s have some of both. 

I think one that has been established recently provides that no one 
should own as much as 10 percent of the stock, so they have a very 
wide distribution of stock. If you can have a wide distribution, that | 
is more desirable in my judgment. 

Senator Proxmire. Thank you very much, Congressman Evins, 
Your testimony has been extremely useful to the committee. 

Mr. Evins. I do not appear as an expert, but this is a very important 
field which I know your committee—— 

Senator Proxmire. You are obviously very well informed. It is 
good to have a Congressman who represents the House Select Com- 
mittee on Small Business. 

Mr. Evins. Thank you, Senator. 

(The information referred to earlier follows :) 

SMALL BUSINESS ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C., July 27, 1959. 
Hon. WILLIAM PROXMIRE, 
U.S. Senate, 
Washington, D.C. 

DEAR SENATOR PROXMIRE: You have requested my interpretation of sections 3 
and 4 of H.R. 8096, the Small Business Investment Act Amendments of 1959,” 
introduced by Mr. Evins. 

Sections 302 and 303 of the present Small Business Investment Act authorize 
the Small Business Acministration to lend funds to small business investment 
companies. The rate of interest to be charged for such funds is discretionary 
with SBA. 

Sections 3 and 4 of H.R. 8096 would amend sections 302 and 303 of the present 
act to require that the interest charged by SBA on loans to investment com- 
panies be at a rate equal to the interest paid by SBA to Treasury for SBA’s 
funds during the then current fiscal year plus one-half of 1 percent. Accord- 
ing to the statement made by Mr. Evins when he introduced the bill, the margin 
of one-half of 1 percent was to provide for an offset against overhead costs. | 

In order to appraise the effect of such a provision one must keep in mind the 
manner in which the interest charge which SBA must pay is assessed by the 
Treasury Department. 

Under the terms of section 4(c) of the Small Business Act, interest is charged 
“on the net amount of the cash disbursements” from the revolving fund irre- 
spective of the year in which the funds were actually disbursed. The interest 
rate is furnished SBA by the Treasury Department at the beginning of each 
fiscal year and continues throughout the year irrespective of fluctuations in 
interest rates. For example, in the fiscal year 1959 the rate established was 
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2%8 percent, which is based on the cost of money to the Treasury for obligations 
of maturities comparable in length to those of SBA. Although we have not had 
official word, we have been informed verbally that the rate to be charged SBA 
during the fiscal year 1960 will be 43g percent. This rate, of course, will be 
applied against the entire amount of disbursements outstanding from the re- 
volving fund during the year, irrespective of the year in which the funds orig- 
inally were disbursed. 

Applying the proposed sections 3 and 4 of H.R. 8096, a small business invest- 
ment company which made a loan from SBA during the fiscal year 1959 would 
be charged 2% percent for the life of such obligation. During the fiscal year 
1959 SBA would receive a margin of one-half of 1 percent on such disbursements. 
However, during the fiscal year 1960 SBA would be required to pay Treasury 
43g percent on disbursements on which it was collecting only 2% percent or an 
immediate loss of 144 percent. Obviously, the margin which is intended to serve 
as a partial offset to overhead has been lost. On the other hand, investment com- 
panies borrowing money from SBA during the fiscal year 1960 would be required 
to pay 4% percent in order to give SBA the one-half of 1 percent margin. If 
the interest rate should drop during the fiscal year 1961, the SBA margin would 
increase. If the rate continued to increase in 1961, again the margin would be 
eliminated. 

Section 102 of the Investment Act declares it to be the policy of Congress and 
the purpose of the Act to improve the economy by establishing a program “to 
stimulate and supplement the flow of private equity capital and long-term loan 
funds” to small-business concerns. This section specifically requires that such 
policy shall be carried out in such manner “as to insure the maximum participa- 
tion of private financing sources.” 

To comply with the congressional mandate to insure the maximum participa- 
tion of private financing sources, a 5 percent rate was established in the case 
of 302 and 303 loans, to approximate the prevailing cost of wholesale funds. 

Based on our experience to date, the interest rate established under sections 
3 and 4 of H.R. 8096 would never approximate the current wholesale interest 
rate. As a result, the availability to small business investment companies of 
cheap Federal funds would discourage rather than encourage maximum private 
participation in the investment program. This would be most undesirable. In 
my view, the present provisions of the Small Business Investment Act which 
give discretion in establishing the interest rate are sound. 

I will be pleased to provide any further information you may desire. 

Sincerely yours, 
WENDELL B. BARNES, Administrator. 

Senator Proxmire. Thank you, sir. 

Is Kenneth Baird here? 

Mr. Barro. Yes. 

Senator Proxmire. Mr. Baird, I understand you are representing 
Mr. Ray H. Dittmore, president of Dittmore-Freimuth Corp., of 
Milwaukee. 

Also I understand you are a constituent of mine, and, of course, 
I am extremely happy to see you here. It is not very often that I 
have a constituent appear before the committee and I am delighted 
to have you here. 

_ Mr. Dittmore, incidentally, I know as a distinguished businessman 
in Milwaukee and also a force in politics. 


STATEMENT OF J. KENNETH BAIRD, GENERAL COUNSEL, 
DITTMORE-FREIMUTH CORP., MILWAUKEE, WIS. 


Mr. Barro. Thank you, Senator. 

Mr. Dittmore was sorry he could not make it. He was prepared 
to come as late as last night, but matters came up at the last minute 
that would not permit him to leave. 

I reviewed this statement with him, and I certainly appreciate the 
opportunity to present it to the committee at this time. 
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My name is J. Kenneth Baird, as we have stated, and I am ap- 
pearing as general counsel for Mr. Ray Dittmore and Dittmore-Frei- 
muth Corp. Mr. Ray H. Dittmore is president of Dittmore-Frei- 
muth Corp. of Milwaukee, Wis. 

Dittmore-Freimuth Corp. is a custom manufacturer of electronic 
materials. We have been in business since 1946 and a very substan- 
tial portion of our business has been as a prime contractor for elec- 
tronic materials to various military purchasing offices. 

Over a period of 10 or 12 years we have performed in excess of 
500 different contracts for the military as a direct prime contractor. 
These contracts have run from the $1,000 category up to the $250,000 
category. 

We are a small company, our average payroll being about 50 people. 

During the 12-year period, we have never performed as a subcon- 
tractor to a major corporation doing defense work. This is perhaps 
somewhat our fault as we have not extensively solicited business from 
the major defense contractors. However, our experience on a few 
occasions when we did seek this type of business was not encouraging. 

Despite our experience as a prime contractor to the military for 
electronic equipment, there appeared to be a tendency on the part of 
major defense suppliers to avoid the risk which they appeared to feel 
existed in subcontracting to smal] business. In other words, there 
appeared to be a natural tendency on the part of major defense sup- 
pliers to subcontract to other major defense suppliers even at the 
third and fourth tier. 

The proposed amendment to the Small Business Act of 1958 ap- 
pears to give the Small Business Administration the opportunity to 
encourage major prime contractors to subcontract their work to small 
business concerns. The influence of the Small Business Administra- 
tion in this area would tend to diminish the reluctance of some of 
the major, prime contractors to award subcontracts to small business 
concerns. 

In other words, it is our feeling that the major prime contractors 
have a carryover feeling from the Department of Defense that they 
too must rely upon the established prestige of the first 100 business 
corporations rather than on the initiative and ingenuity of the small 
business concern. 

Accordingly, we would certainly encourage the committee to adopt 
the proposed amendment which gets the Small Business Administra- 
tion into the field of subcontract award supervision. 

If you have any questions which I am able to answer, I will cer- 
tainly be happy to doso. 

Senator Proxmire. Mr. Baird, it is very good to get this testimony, 
because we had just yesterday testimony by some of the administra- 
tion agencies who were opposed to this part of the bill. It is good 
to get your viewpoint expressed. io See | : 

We had a feeling that there was a situation in which the major 
companies which are prime contractors were a little bit reluctant, 
for various reasons, some of which may be good reasons, to engage 1n 
subcontracting to the extent that we thought they should. _ 

Of course, our hope is, if S. 2032 passes, it will be effective in ac- 
complishing more subcontracting. 
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Let me ask you about your company to begin with. Has the 
Dittmore-Freimuth Co. actually attempted to bid for subcontracting 
and been turned down? Do you have any knowledge of that? 

Mr. Bamp. My understanding from Mr. Dittmore is that there 
have been probably two or thr ee cases where they sought subcontracts 
from major contractors, and in none of those cases were very suc- 
cessful. 

Senator Proxmire. Was there any feeling that the lack of success 
was not based on merit but based on relationships of any kind that 
this legislation might help to correct ? 

Mr. Barrp. That is a difficult question because we are talking about 
what somebody else is thinking—the prime contractor. And all we 
know is we did not get the contract really. 

Senator Proxmme. You say a substantial proportion of your busi- 
ness has been as a prime contractor for electronic materials. Can 
you give me any idea of how big a field there is for subcontracting? 
Has any analysis been made by the company of what the market would 
be if you were in a position to effectively bid for subcontracts? 

Mr. Barrp. I cannot answer that specifically. I would certainly 
say there would be a very large market for subcontracting for small 
contractors, but that is simply an impression. It is not a matter of a 
market analysis. 

Senator Proxmire. As far as you know, your company has at- 
tempted to get on lists and various things of that kind in order to be 
notified in the event of prime contractors looking for subcontractors 
toa job? 

Mr. Barrp. Perhaps I should make my position a little clearer. I 
am not inside counsel with Dittmore-Freimuth. I am outside coun- 
sel. I was a former Government contracting officer myself, having 
been recalled during the Korean war. I acted as a contracting officer 
for 2 years. And I represented a number of different small manu- 
facturers in connection with their problems with Government con- 
tracts. 

However, that familiarity occurs primarily in the area of postaward 
problems. I am not engaged in the problems of actually obtaining 
the award with any of these manufacturers. 

Senator Proxmie. Is there a reluctance to subcontract at all: a 
reluctance to give all small contractors an opportunity ? 

Mr. Barrp. On the statements I have made with respect to obtaining 
contracts from the prime contractors, obtaining subcontracts, I am 
relying primarily on the information which Mr. Dittmore gave me. 
I cannot honestly give you something from my own experience on that. 

Senator Proxmrre. In view of your record, you stated in the second 
paragraph of your statement that you have performed in excess of 
500 different contracts for the military as a direct prime contractor, 
it would seem you would be particularly qualified to speak on this; I 
mean speak for your firm. And in view of the variety of contracts 
you have had, from $1,000 up to $250,000, it gives you a tremendous 
experience record with the military that should be useful. 

Do you find that the major prime contractors are now pulling in 
work into their own plants more than was formerly done? I mean 
work that was formerly done by subcontractors ? 
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Mr. Barrp. That is my impression, but it is arrived at largely 
through conversation with other people. It is not a matter of actual 
knowledge. 

Senator Proxmire. Do you think it would increase the cost of the 
prime contract if the prime contractor were required to subcontract 
a few items or many items out of the prime contract ? 

Mr. Bar. No, I do not think it would, because there is a sub- 
stantial portion of subcontracting in any event. It is just a question 
of who is going to get it. 

Senator Proxmire. Have you had a chance to talk with other busi- 
nessmen in the Milwaukee area, or elsewhere for that matter, on this 
subject ? 

Mr. Batrp. In Chicago, yes. 

Senator Proxmtre. Is there a general feeling that you have noted 
on this in the trade? 

Mr. Barrp. I would note a general feeling of this type—that there 
is a natural inclination for the major contractors to keep the work 
within the confines of their own plants, along with the natural de- 
sire of those contractors to expand their own operations by further 
acquisitions of smaller companies which are successful, thereby re- 
ducing the actual number of available suppliers to the Government 
because of this continual acquisition by the major companies and the 
difficulties which the smaller companies have in obtaining profitable 
contracts. 

Senator Proxmrre. I want to thank you very much, Mr. Baird. 

Mr. Batrp. Thank you, Senator. 

Senator Proxmire. I appreciate your appearance. It is a great 
pleasure to have somebody from Wisconsin. 

Mr. Barro. Thank you. 

Senator Proxmimer. Our next witness is Mr. J. H. St. John, vice 
president of Heyer Products, Inc., Belleville, N.J. 

Mr. St. John, you are also appearing on S. 2032? 


STATEMENT OF J. H. ST. JOHN, VICE PRESIDENT, HEYER 
PRODUCTS, INC., BELLEVILLE, N.J. 


Mr. Sr. Joun. Yes, sir. I have other remarks to bring us up to 
date that I would like to make before I get into that. 

Senator Proxmire. All right. Excellent. I understand you have 
no prepared statement. 

Mr. Sr. Joun. That is correct. 

Senator Proxmire. All right. Go ahead. 

Mr. Sr. Joun. I represent at this hearing the Heyer Products Com- 
pany of Belleville, N.J., which has appeared before this committee 
in the past. I would like to report our recent experiences which have 
indicated that the testimony we have given in the past has perhaps in 
some small way contributed to progress in assistance to small busi- 
ness by the Small Business Administration. 

We had testified in previous hearings that one of our major prob- 
lems in bidding on prime contracts for the Government was the fact 
that in evaluating a bid the military conducted this evaluation within 
their own confines, that the contractor was not aware of the outcome 
until the final award of a contract to one of the bidders. 
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In our past experience we had been low bidder on several con- 
tracts which were awarded to higher bidders, and subsequent de- 
velopments in testimony before the Small Business Administration 
had indicated that our position was justified and that we should 
have been awarded the contract. We won the battle but we lost the 
war. 

In the recent past we were low bidder on an Air Force invitation 
for bid. We were about to have our bid turned down for the reason 
that the Air Force considered we could not deliver on time. We 
were unaware of this until the Small Business Administration in 
New York got in touch with us. 

We went through the procedures involved in the certificate of com- 
petency, received a certificate of competency, and only recenty we 
performed the first portion of the contract on schedule. 

It was indeed gratifying to us to find that the Small Business Ad- 
ministration had some procedures with teeth in them that could ac- 
tually help a small business. 

With reference to subcontracting—we have on occasion solicited 
subcontracts from some of the larger manufacturers. In one or two 
instances we have been successful, and we have performed under those 
subcontracts. 

We find that in our situation 

Senator Proxmire. Could I ask you, Mr. St. John, what is the size 
of your company ? 

Mr. Sr. Joun. Our company employs approximately 350 people 
and does a volume of approximately $4 million or $5 miltion a year. 

Senator Proxmire. What is your product ? 

Mr. Sr. Joun. Our product is automotive test equipment and elec- 
tronic equipment. 

Senator Proxmtire. Thank you. 

Mr. Sr. Joun. We have, as I say, performed successfully on some 
subcontracts, but I would say that over the past 10 years if one-half 
of 1 percent of our business has been in subcontracts it is a lot. 

We find ourselves 

Senator Proxmire. What proportion of your business is in prime 
contracts ? 

Mr. Sr. Joun. As a prime contractor our military business is ap- 
proximately 25 percent of our total production. We hold it there 
intentionally, because we like to build the future of our business on 
a commercial base. But we feel it important to continue our prime 
contract activity with the military so that in the event of an emer- 
gency we are known as a supplier of those items which we can best 
manufacture. 

So that in that area we are prime contractor for the Air Force on 
ground support equipment for aircraft and for the Ordnance Depart- 
ment on automotive test equipment. 

Our commercial product 1s highly electronic, and we have on one 
or two occasions solicited business from the larger electronic manu- 
facturers and, as a matter of fact, at one time had in our organization 
a specialist who did nothing but that. He was with us for about 6 
months. Then we found that he was nonproductive. That may 
have been because of himself or because of the situation. 

One of the things that has contributed to the difficulty in the sub- 
contract area has been, in the Air Force, for instance, the weapons 
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concept, where the entire weapon is purchased. That has put the air- 
frame manufacturers in the electronics business. Why they got into 
the electronics business I do not know. But it does not seem any more 
logical for the airframe manufacturer to build electronic gear than 
it does for him to build engines. 

I think that the subcontract opportunity has been diluted to the 
extent that the larger manufacturers enter allied fields to produce 
items for the end equipment that they previously had not produced. 

Senator Proxmire. You referred to a contract where you were the 
low bidder, and you got the contract only through an SBA certificate 
of competency. 

Mr. Sr. Joun. Right. 

Senator Proxmire. And you are now carrying it out on schedule? 

Mr. Sr. Jonn. Right. 

Senator Proxmire. How much was your bid below the next highest 
bid? In other words, how much did the SBA certificate of com- 
petency save the American taxpayer ? 

Mr. Sr. Jonn. I would say roughly $10,000. The entire con- 
tract—— 

Senator Proxmire. How big a contract was it? 

Mr. Sr. Joun. The contract was for $154,000. 

Senator Proxmire. That is very good news. 

Mr. Sr. Joun. We found it very gratifying to obtain that assistance 
that was so concrete. Prior to this our experience 

Senator Proxmire. It seems to me this is an excellent example of 
how this works both ways. 

Mr. Sr. Joun. Yes. 

Senator Proxmire. It is not only good business and good for small 
business, and so forth, to get an opportunity to take part, but it is 
good for the taxpayers to have a substantial saving, with very little 
administrative cost in determining the competency. 

Mr. Sr. Jonn. We certainly agree with that position. We indi- 
cated in previous testimony that the activities mn the contracts in 
which we had been involved cost the American taxpayer some half 
a million dollars in our previous experience where we were the low 
bidder and two contracts in a row were awarded to the seventh high 
bidder. This certificate of competency certainly would tend to avoid 
that situation again. 

Senator Proxmrire. Well, now, you favor S. 2032? 

Mr. Sr. Joun. Yes. We feel that 

Senator Proxmire. Without reservations? Or do you suggest any 
changes or amendments ? 

Mr. Sr. Joun. No, we feel this: That the steps that we have observed 
over the past 10 years, where SBA has been progressing slowly but 
surely to a point where they can effectively aid small business, are all 
in the right direction. 

In the past we had sought the aid of the Small Business Adminis- 
tration. That was 5, 6, 7 years ago. And their functions as we 
observed them were mainly advisory. They could suggest and recom- 
mend but they could not do anything. 

The certificate of competency, the COC, is the first time we have 
observed a concrete method of assisting small business that is not rec- 
ommending or advising. It is saying, “Give it to the man; he should 
have it. He is competent to perform.” 
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This is the first procedure that the Small Business Administration 
has that we have seen that actually has some teeth in it. It is cer- 
tainly gratifying to see it. 

Senator Proxmire. Thank you very much, Mr. St. John. 

Mr. Sr. Jonn. It is a pleasure. 

Senator Proxmire. The next witness is Mr. William L. Shepheard, 
president of Air-A-Plane Corp. of Norfolk, Va. 

Mr. Shepheard, we are very happy to have you here. 

Do you have a prepared statement, Mr. Shepheard ? 


STATEMENT OF WILLIAM L. SHEPHEARD, PRESIDENT, 
AIR-A-PLANE CORP., NORFOLK, VA. 


Mr. SuHepHearp. Yes, sir; I have. 

Senator Proxmire. All right, sir. You can proceed any way you 
wish. If you want to summarize your statement, put the complete 
text into the record, we are happy to do that, or you can read it or 
handle it any way that you find convenient. 

There are two other witnesses, but you proceed as you wish. 

Mr. SuerHearp. Thank you. 

I would like to say to start by saying I certainly appreciate the op- 
portunity to appear before this committee and particularly in behalf 
of the bill at issue. 

Senator Proxmire. You support S. 2032? 

Mr. SHeprHearD. Yes; I do. 

My name is William L. Shepheard. I am the president of Air-A- 
Plane Corp., Norfolk, Va. 

Air-A-Plane Corp. is a manufacturer. Its primary commercial 
product is a mobile cooling and heating device for cooling airplanes 
while on the ground. Our company was the original developer of 
this type of equipment, and a great amount of the engineering princi- 
ples used in this type of product is a result of our work in this field. 
The individual machines which we manufacture range in price for 
commercial use from $12,000 to $20,000 each, and for military applica- 
tion the price ranges as high as $47,000. 

Besides this class of a we build a number of other ground-service 
items for the airlines. 

We also perform, when we receive them as a result of bid or proposal, 
Government contracts. The largest Government contract we have ever 
performed had a total value of about $800,000. 

At this time, and during this year, we have produced for the com- 
mercial airlines about $600,000 worth of air conditioners and for the 
Government about $300,000 worth of items, which amount does not 
include any air conditioners. 

Air-A-Plane Corp., which was incorporated in 1945, is an out- 
growth of William L. Shepheard & Co., which still exists, performing 
a minor amount of construction type work. 

William L. Shepheard & Co. was founded by me in 1938. It was 
started as a very small company and, with its associated comp:ny, 
Air-A-Plane Corp., has grown at a fair pace. 

Air-A-Plane Corp. today has approximately 100 employees, which 
is a little higher than average, which runs about 75. 
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My purpose in appearing before the committee is to offer such 
information concerning the difficulties encountered by a small business 
under today’s business system as I can so that legislation such as 
the bill concerning set-asides for sm: all business may be developed and 
passed by Congress to aid and assist small business in at least main- 
taining its position in the American free-enterprise competitive 
economy. 

Senator Proxmire. Could I ask you, Mr. Shepheard, this question: 
Yousay: 

At this time, and during this year, we have produced for the commercial air- 
lines about $600,000 worth of air conditioners and for the Government about 
$300,000 worth of items. 

This is your total sales? $600,000 in commercial and $300,000 in 
Government ? 

Mr. Suepuearp. From the first of the year to now. 

Senator Proxmire. The first 6months? Isee. Thank you. 

Mr. SHerHearp. In that connection, I am not sure that we will do 
as much the rest of the year, since we have had quite a successful first 
of the year for our business. 

I would like to depart momentarily from my direct presentation 
of this matter for this hearing to say that our company also has 
had a rea! experience with the Small Business Administration in its 
awarding of the COC on a project for the Chemical Corps which 
was quite violently opposed by the Army. 

We were awarded the contract by virtue of a COC. 

Interstingly enough, on this particular project which amounted in 
total to $800,000, we logged inspection effort in our plant’ by the 
awarding agency and there were 14,800 man-hours of inspection labor 
on this $800, 000 project. 

Actually, there were inspectors per diem resident in our plant as 
many as 10 and 12 at one time, and since we are so close to a place like 
Newport News Shipyard I think we had more resident inspectors than 
the Newport News Shipyard did. 

In any event, we completed the contract precisely on time. 

Senator Proxmire. I am very interested in what you have just 
said. You say how many inspectors were there for this? 

Mr. SuepHearp. There were 14,800 man-hours of inspection, and 
the percentage of inspection 

Senator Proxmire. How big a contract was this? 

Mr. Sueruearp. $800,000. And you can convert the inspection 
hours into dollars. I would have to do some calculation, but a 
parently the direct cost of inspection, not counting any applicable 
overhead with which I could not be familiar, would range in the value 
of probably $50,000 or $60,000. 

Senator Proxmie. I see. $50,000 or $60,000 on an $800,000 con- 
tract ? 

How much were you below the next bid on this? 

Mr. Suepuearp. If I recall, this was a very, very complicated con- 
tract, and the ultimate $800, 000 really started off to be about $600,000- 
odd. 

If I recall rightly, we were about $40,000 or $50,000 below the next 
low bidder. 

Senator Proxmire. You had this close inspection because you were 


working under a COC ? 
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Mr. SuepHearp. It has always been my impression, sir, particularly . 
because since this forced allowance to prove to the Chemical Corps 
our competency we have received many other contracts and not even 
had one resident inspector. 

At the present time we are performing a $250,000 contract for the: 
Chemical Corps and we have no resident inspector at all. 

We have built, I think, a real reputation for ourselves with this 
group. 

My brother just returned from Memphis where the depot receives 
goods such as we manufacture, and he told me when he returned, 
“Well, I had the red carpet spread for me.” He was taken care of for 
the whole day—actually Friday of the past week. And he was told 
by the folks at the depot that, “When a product comes in with Air-A- 
Plane’s name on it, we know it’s right. It is the one company that 
during the past 5 years we have had products from that we have had 
no rejection of any type.” 

Senator Proxmire. Do you feel, all in all, recognizing this was the 
first big contract of this kind with the Chemical Corps that you had 
had, that this was very excessive? Or do you feel that, although it 
was a tremendous number of hours, there was some merit ? 

Mr. Suepnearp. If I can be blunt about it 

Senator Proxmire. I would like you to be very blunt. 

Mr. SuHepHearp. I think it was a deliberate effort of the Chemical 
Corps to prevent the performance of the contract—this plus a great 
many other things that are a matter of documentary evidence. In fact, 
it is probably best laid out in 1,263 pages of testimony before the 
Armed Services Board of Appeals which heard a case concerning this 
very contract, which was heard from September 30, 1958, through 
October 16, 1958. 

Senator Proxmire. There was an initial denial of the contract ? 

Mr. SHEPHEARD. Yes, sir. 

Senator Proxmire. Was there any reason given for that ? 

Mr. SHEPHEARD. Yes. 

Senator Proxmire. Did the Army make any attempt to investigate 
your competency ? 

Mr. SHerHearp. A very superficial attempt. Quite interesting, in 
fact. 

My brother, who is the vice president of our company, attended 
the bid opening at approximately 10 o’clock on a morning in New 
York, and, because much of our business is with the airlines and he 
visited our customers in the city of New York, he did not plan to re- 
turn on the second day—that is, immediately following the bid open- 
ing. He remained in New York. 

At 2 o’clock on the day following, with no notice, three men 
appeared at our office, and my girl said they were from the Chemical 
Corps. I invited them in, of course, and was surprised to know that 
they had driven quite late into the night to make an inspection of 
our plant. They arrived, as I said, at about 2 o’clock. 

They conversed with me, and I, being informed about the money 
aspects of the particular project rather than the engineering aspects, 
could give them only reasonably general business statements. I said 
that Wilson Shepheard, my brother, who was familiar with the 
matter in detail, would be back the following day and asked that they 
spend the night and get a full study, if they cared to, on the project. 














378 SMALL BUSINESS AMENDMENTS OF 1959 


However, at 4 o’clock they insisted that they must leave, and they 
took a walk through our entire plant, an inspection, so-called, in 2 
hours, and then hurriedly left for some meeting in Richmond—not 
meeting, rather, but to some place in Richmond or W ashington, I 
was told. 

Later I learned that they made the same type of inspection at a 
plant in Richmond, Va., and on the third day, or, rather, the second 
day, the afternoon I believe of the second day, they made the same 
type of inspection of a plant in New Jersey; and then all three of 
these plants were rejected. 

Through very good friends of ours, who had also bid this particu- 
lar project but: had not been in the running as far as price is con- 
cerned, we learned weeks later that the project was planned to be 
given to a concern cut in I think it was Minneapolis. 

And at this time we called on the Small Business Administration to 
assist us. 

They made a real inspection of our plant and sent a technical in- 
dividual, engineer, who studied every detail of our plan of perform- 
ance and how we intended to do it. He came back convinced that 
we were not only aware of all of the problems entailed in the project 
but totally able to produce. SBA awarded us a COC. The Chemical 
Corps then had a meeting with the Small Business Administration, 
and I have been informed it was the first time that a Government 
agency had requested Small Business to withdraw its COC. 

Of course, Small Business did not withdraw the COC. 

Senator Proxmime. We can never profitably go into motives, and 
I am not going to ask yeu to do it, but was there any evidence as to 
why the Army preferred this Minneapolis contractor? 

Mr. SueenHearp. Hindsight tells me the probable reason. This was 
truly an amazing project. The real, true fact was that the award- 
ing agency did not intend to buy a production item. They wanted 
a development. The item involved had originally 289 drawings. 
There were 900 major changes. The 900 major changes were handed 
out in piecemeal lots. Every 30 to 45 days a group of changes would 
be made. 

I cannot recall the exact detail, but there were changes of changes. 
There were changes to the third level and changes, changes, changes, 
changes—that is, to the fourth tier—of the same thing. Ultimately 
many of the things that were changed were ultimately installed as 
they originally had been planned. 

So my hindsight tells me that, while we did not know of this at the 
moment of bidding that this was in fact a development contract. The 
Chemical Corps’ desire was to find someone that they either had had 
some experience with in a development project or they elected to 
believe that a large company, a big business, which was the selected 
one, could more successfully perform this task than a small company 
such as ours. 

However, I think the Chemical Corps would tell you today that we 
put the lie to that fact. We were certainly as capable of doing the 
job as anybody else. 

Senator Proxmire. Then it was an understandable feeling that they 
would prefer to rely on an experienced contractor, a contr actor with 

whom they had had some experience ? 
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they Mr. SHEPHEARD, I think there is something— 
in 3 Senator I ROXMIRE. A larger concern with whom perhaps somebody 
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at qa | bad sufficient evidence from such folks as American Airlines and Pan 
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seni capable concern and could do the job. 
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record ¢ 

velade Mr. SHEPHEARD. Transcript. Yes, sir. a i 
esta Senator Proxmire. What was the story about this? What was the 


to be | issue? How did it come out ? 
Mr. Suepnearp. The Chemical Corps refused to pay the cost of the 
changes. They agreed 
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Senator Proxmire. The issue was the cost of the changes ? 
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roject instance, involved, and they added one screw ultimately, after 900 
» 1 | changes let’s say, but with regard to the six screws if there were six 
o>mical tear ale 
ibiaae screws originally and one time they deleted three and then they added 
>| six and then they deleted two and they came out with, let’s say, the 
nment * oe ; 7. 
same number of screws they started with, they said that there is no 
basis for any increase in cost because you have the same number of 
screws at the end that you had in the beginning. 
s, and . Deans "a ~ : eh tT 
» as Senator Proxmire. I see. Go ahead. Thank you very much. 
: Mr. Suernearp. This next sentence I have written says our com- 
ig was | Pany is well acquainted with 
ni Senator Proxmire. Did you say that the Chemical Corps took the 
ard- 7 ; 


vanted — they should not pay for the changes and that they were upheld 

wings y the Appeals Board ¢ 

intel Mr. Sueruearp. No, sir. The case was heard in October, and the 
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I | last thing is the Government has asked for an extension of time to 

answer till August 3. Iam hoping they will answer one of these days. 
ranges. It involves a sizable sum of money particularly for us. There is 
nanges, $177,000 involved. And, of course, I might observe that with regard 
mately to money of this nature we would not have the difficulty, we would 


lied as | Bever have had this difficulty of collecting our cost, if we had been a 
| | big business. Likewise, we would never have been imposed upon with 
sat es | the actual cost of battling to collect this money in the manner we have 
4 The | if we had been a big business. | 

ad tad I should say added to it is the cost of our bearing up under the 
‘ burden of this $177,000 withdrawn from our usage during a period 
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Mr. SuepHearp. I do not think it is that. Actually we have come 
to believe that our company is pretty close to an expert on changes 
by now. However, we have witnessed in lots of operations where the 
statement of a big business that such and such is the cost, upon proper 
study of it for accuracy by some auditing agency, is admitted as a 
true and proper cost. In our particular instance this did not happen. 

Perhaps this is a sample of this type of thing that we encountered 
that I cannot believe would have been imposed upon a large business: 

We had a wrapping or a packaging problem, and we had allowed 
a certain number of minutes or seconds or something to perform this 
wrapping task. And for the sake of discussion let’s say we had 
allowed 30 seconds to do the wrapping job or a minute to do the wrap- 
ping job. 

In a negotiating session, one of the negotiators pulled a penny out 
of his pocket and turned to an assistant negotiator and said, “You 
clock it.” And he wraps it up and he puts it down and he says, “it 
took 2 seconds,” or 3 seconds, or something of this nature. And then 
arbitrarily he makes the statement, “This is the time we will allow 
you.” 

And that is the time that exists in the record today. 

I maintain that this type of thing would not have been done to a 
group negotiating a change in price, let’s say, for a company of some 
size or consequence. 

Senator Proxmire. Thank you, sir. 

You may proceed. 

Mr. SHEPHEARD. Our company is well acquainted with the diffi- 
culties in a small business bidding on Government work. It should 
be observed when we are talking about small businesses that there are 
apparently a number of different types of small businesses. There 
are certain types of business which are small by their very nature— 
for example, retail stores of nearly all types, local service organiza- 
tions of nearly all types, construction subcontract firms of nearly all 
types, and then there are small manufacturers. 

I think we may dispense with these retail and service type of busi- 
nesses because nearly all of these companies in the United States are 
small business, and while they have competitive problems among 
themselves they do not have the overwhelming competitive problems 
against a group of immense concerns in their own particular field. 

With small manufacturing concerns, however, there is a big differ- 
ence from all these other types of small concerns, and particularly 
a big difference when there is a bid involved for some part or some 
form of a Government contract. 

A great many of the items for manufacture that are put out by 
governmental departments, particularly the military departments, 
on “invitation for bid” proposal requests, are what might be termed 
“cat and dog” items. 

For instance, for the interest of metalworking groups there will be 
racks of some nature, angle iron chopped up and welded together 
in some method, or some relatively simple thing of this nature, that 
the big companies do not want anyway. This type of thing many 
times is put out for bid. It may even be set aside for small business, 
but the set-aside is of no particular value because no big business 
wants it anyway, and there will be 200 small businesses looking for 
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something to do to keep them properly busy and they all bid on this 
one item for the Government. As a consequence, it is impossible for 
the low bidder to have a proper profit in his price. 

On such an item, no big business bids. But when the Government 
calls for a bid with the total price ranging in an interesting figure, 
say from $150,000 to $700,000 or $800,000, and the item has some 
eaves for repeat production or future large-scale production, 

ig businesses, despite the fact that they are already loaded down 
with negotiated contracts which have been handed to them, are in 
bidding on these items, too, insatiable for all the business they can 
get as they are. 

If a particular big business, for reasons of its own, really wants 
to get a contract, it is in a position to bid the price so low that no 
small business could get it, and the big business is able to offset its 
losses on the job, which it has taken from any small business for its 
own particular reasons, against the profits which it cannot miss on 
some negotiated contract it is performing. 

Senator Proxmire. Have you any idea what can be done to save 
the taxpayers money on negotiated contracts? Or do you think that 
is a necessary evil ? 

Mr. Suepnuearp. Of all the things I want to be it is to be fair. 
I believe that truly there are some types of contracts that should 
be negotiated, and there are lots of reasons for it. But, because this 
is so, I think the military has taken this little opening and just en- 
larged it to a point beyond all belief. By the device of negotiation 
they select the exact fellow they want to do the job or the exact 
group of fellows that they want todo the job. I think 

Senator Proxmire. Then what you are saying is—or am I mis- 
interpreting this—that the negotiated contract area is far, far larger 
than it has to be? 

Mr. SuepHearp. I would say immensely, beyond all belief, larger 
than it needs to be. 

It needs to be so in something regarding secrecy in the national 
defense. It might even be true on the development of a particular 
item that some concern has basic knowledge of, or some other special 
thing contributing to it. But a great amount of this stuff that is 
negotiated, in my mind, should not be negotiated, and it should not 
be negotiated because it is not for the benefit of our total economy 
or country that it be negotiated. 

Senator Proxmire. It is my understanding that 85 percent of the 
contracts made by the military are negotiated, that 15 percent are bid. 

Mr. Suepnearp. If you would like my thought, I would say that 
it was totally within the realm of reason. I started to say “to re- 
verse the situation,” but that I cannot say. I would say my own be- 
lief is that 25 percent of the military probably has some element that 
makes it a must for negotiation. I would say that 75 percent could 
be bid upon. 

If it is said that the projects are too large, then I think they should 
be broken down to such size that they could be bid upon by a great 
many companies, large ones, and small ones and medium-sized ones. 

Senator Proxmire. Do you feel this procedure would accomplish 
two objectives? One, reduce the cost of procurement, and, two, pro- 
vide for more opportunities for independent business? 
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Mr. Suepnearp. You have stated it exactly. I am convinced in my 
own mind that it would save enormous sums of money. I am also 
convinced that it would safeguard and maintain a real free enterprise 
economy. 

Besides being a proponent of small business in every sense of the 
word, I might say the gradual absorption of so much of our country’s 
business by big business alarms me. 

I have a sister-in-law who has two young sons, and her husband 
was a jet pilot. She said to me, “I am going to some way train my 
two sons to be doctors, because I think they will make a good living out 
of it.” She said, “It appears to be getting to an impossible point 
where someone could start a business as you did and make it grow to 
the place that you have made it grow.’ 

This is the thing that alarms me. 

Senator Proxmire. Go right ahead. 

Mr. Suepnearp. Shall I proceed, sir ? 

Senator Proxmire. Yes, you proceed. 

Mr. Srrepnearp. We have had considerable experience with bidding 
these contracts. We study requests of the Government for prices, 
searching for some items of the proper complexity to suit our facili- 
ties and abilities, and then when we bid the contract we find that some 
of the folks that we are bidding against are small businesses such as 
ourselves but that some of the large businesses are also bidding for 
the same item. 

While we are thankful for the set-asides that the Small Business 
Administration is able to get, we do not think it is carried anywhere 
nearly as far as it should be. 

Set-asides, in our mind, should involve a far greater amount of the 
items that the Government buys, particularly the military, and the 
set-asides certainly should not be on rubberbands, pastepots, and 
sweeping brooms, but should be on a lot of the more complex items, 
the contract for which lies within the financial abilities of small con- 
cerns to perform. 

In fact, the set-aside should be in approximately the same ratio as 
the size of the total small manufacturing business is to the size of the 
total large manufacturing business. 

I do not know what this ratio is, but if, for the sake of discussion, 
20 percent of the manufacturing facilities of the United States are 
small businesses and 80 percent of the manufacturing facilities of the 
country are large business concerns, then 20 percent “of the total dol- 
lar value of manufactured items purchased for the military should 
be set aside for small business. 

This set-aside is not doing any special favor for small business 
against large businesss because large business get its own set-aside. 
It gets its set-aside by the large size of the dollar value of the con- 
tracts let by the military. Eve ery time the military calls for a con- 
tract, the contract value of which is $ $10 million, for instance, there 
is a set-aside for a large business. It is impossible for a small busi- 
ness to bid on this size contract and get it. 

If there is intelligent reason that leads to a great many contracts 
of this size and much larger—and I am sure there is intelligent rea- 
son for letting many contracts this size—this is equal reason for 
the intelligent recognition of the fact that it is a set-aside for large 
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business and that unless there is some similar set-aside as relates 
to small business, then it is discrimination against small business in 
favor of big business. 

Besides the moral reasons of being fair and square with both 
large and small business, there enters the very serious and important 
consideration of dollars. Big business does not compete with big 
business in the same way that small business competes with small 
business. Witness, for example, that the steel industry reads its prices 
from each other’s books, and when one of the companies decides to 
raise its price all the rest of the companies say, “I am raising mine, 
too.” 

Contrasted with this is the small business in any category—the 
drycleaning store, the gasoline station, the plumbing subcontractor, 
the general contractor, the smal] manufacturer. When these small 
groups compete with each other the price is reduced, and if the com- 
petition is severe enough it is reduced to a point where the amount 
of profit is hardly discernible. 

If a great amount of the military items are set aside for bid only 
by small business, there will be adequate, honest, noncollusive com- 
petition that will obtain for the Government the best price and 
should save for the Government enormous sums of money. 

It is a total fallacy to believe, or to have anyone say, that there 
are not competent small business concerns to perform many of the 

tasks for the military which presently are negotiated with some large 
business and then handed to them. There are not only presently lots 
of capable small businesses bidding against the meager offerings 
for competitive bids with the total price at such a size that they can 
bid it, but if large amounts of this “behind the doors” negotiated 
business were put out in suitable bite-size fashion that would give 

reasonably numerous offerings that small business could bid on, it 
would be found that there are lots of small businesses which at pres- 
ent will not waste their time on “cat and dog” items offered that 
would be competing for this larger group of offered work. 

There is no question in my mind that 10 to 15 percent of the de- 
fense budget used for manufactured military items could be saved 
by the w ider use of the skills and abilities of small businesses. 

There is another very important thing that should be recognized 
about a small business. concern as contrasted with a large business 
concern, and it is a thing that irritates me personally every time I 
recognize it. What I am talking about is the failure to recognize that 
in small business lies ingenuity, brains, and skill that it is impossible 
for big business to have in the same manner. 

It is, of course, true that big business has some very brilliant, ca- 
pable executives at various levels, but every single one of them is a 
hired man. In contrast, small business is composed of a group of 
really rugged individualists that would not be in small business if 
they were not rugged individualists. There is more aggressiveness, 
more creative ability, more creative imagination, in ‘total, in the 
small businesses of the country than in all of the mammoth businesses 
of the country if it were all summoned together at one time. 

As strictly an outsider looking in, it seems to me that many times 
when the military wants to solve some problem of its own it solves 
it by giving it to some large business, washing its own hands of it, 
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and assuming because the business is big that they will get some team 
together that will solve the problem. 

The same problem could be solved by a small business if the prob- 
lems were broken down into bite size rather than put out under a 
weapons system concept which, if carried to its ultimate extreme, can 

ridiculously and facetiously become a “whole class of war concept.” 
Maybe, for instance, the weapons system concept can be converted so 
that the whole Navy can be handed ov er to some favored big busi- 
ness to operate in the name of free enterprise. 

And since I mention free enterprise, I am cert: ainly a believer in 
free enterprise, having fought like a Trojan under it in my business for 
the last 20 years. Our country cannot do without small business, and 
it cannot let the enormous ante of big business drive small business 
out of the game. 

There is no free enterprise among big businesses the equal of all 
of the great number of Americans struggling in their small business 
enterprises. 

Free enterprise, real true free enterprise, in our country will dis- 
appear just as easily by its being converted to a big business, almost 
Fascist, type of economy as it will by any threat of communism. 

Small business must be maintained, because, unless big business has 
a lock on the business of this country, the future big business of this 
country rests in the small businesses of today just as the present big 
businesses of this country were in time past rooted in and grew from 
small business. 

Small business asks for no special favors nor any subsidy. All it | 
needs to be able to compete with full and successful efficiency is equal 
opportunity, without discrimination. 

I believe that it is important that the Small Business Administra- 
tion be able to enforce set-asides, in large amount, of the direct re- 
quest of the Government for bid, and also from the big business re- 
cipients of the large military contracts. I believe that the Small Busi- 
ness Administration should be able to enforce through the awarding 
agency the notification to the big business recipient that it must con- 
tract to small business a proper proportion of the contract rec eived. 
I believe that this set-aside for the benefit of small business will give 
them the opportunity to produce and grow properly, will release to 
the Government the benefit of creative and aggressive effort, and that 
it will reduce the cost to the Government of its military purchases by 
an enormous amount. 

I certainly hope you gentlemen will be able to incorporate some 
of this protective method in a suitable bill and have the Congress pass 
it. 





Senator Proxmire. You feel, then, you would go further than S. 
2032? Or do you feel that is a good 

Mr. Suernearp. I think it is a good starting point, and if it works 
out and proves that small business can do a “job if given a big op- 
portunity, then it might be carried further. 

Senator Proxmire. Fine. 

Thank yous Mr. Shepheard, for a superb statement. That is very, 
very good, one of the best statements I have heard since I became a 
Member of the Senate. I am very honored that I had a chance to 
preside while you were delivering it. 
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Thanks a lot. 
Mr. Sureneard. Thank you, sir. 
Senator Proxmire. Our next witness is Mr. William G. Hume, as- 
sistant president of National Wire Products Corp. of Baltimore. 
Mr. Hume, I have a copy of your statement here. It is a very con- 
cise statement. You go right ahead and present it as you wish, 


STATEMENT OF WILLIAM G. HUME, ASSISTANT PRESIDENT, 
NATIONAL WIRE PRODUCTS CORP., BALTIMORE, MD. 


Mr. Hume. I have embodied in this prepared statement, this brief 
prepared statement, some of the problems which we have which have 
not been covered in the problems that exist with some of the other 
small-business manufacturers apparently. 

I overlooked stating in this prepared statement that our business 
today is about $4 million. For the coming year it will be about $6 
million. 

We purchase wire rods, hot-rolled wire rods, from producers, from 
steel mill producers, which we draw down into wire and then fabricate 
into welded wire reinforcing mesh for concrete and for gysum and 
light concrete roof decks. . 

Our problem, of course, is the fact that we are in direct competition 
with the many large producers who manufacture steel, self-integrated 
mills. A large number of them, probably, with the exception of Beth- 
lehem and Youngstown Sheet and Tube, manufacture a similar 
product and an identical product. 

Under the present small-business set-aside for prime contracts, it 
so happens that the product that we manufacture is not purchased 
by any of the Government agencies directly on prime contracts with 
the exception of a few very small purchases where they need welded 
wire reinforcing mesh for concrete reinforcement for some repair 
work. Consequently, the Government agencies place their contracts 
for buildings, airstrips, and all such products with large contractors. 

There is no specific requirement as to where that contractor will 
purchase his mesh, his reinforcing mesh, and, although our price and 
our quality and our service are competitive with that of the large 
producers, the fact remains that our line is somewhat limited in that 
we manufacture only building reinforcing mesh and pipe reinforcing 
mesh but do not manufacture paving mesh and road mesh and the 
heavier products which the large producers do manufacture along 
with the line that we make. 

Consequently, the large producers who distribute in a similar 
manner to that which we do through steel warehouses and steel fab- 
ricators have a closer tieup with these larger steel jobbers or distribu- 
tors, and, the larger steel distributor has a closer tieup with the large 
contractors who have these big Government contracts. 

So, consequently, we are heartily in favor of any means that can be 
brought about to help small business, ourselves as well as some other 
manufacturers in our same line, so that we can participate and have 
a little more influence in securing—I should not say ‘“influence”—I 
mean help in securing some of the mesh contracts from the contractors 
which go on prime contracts with the Government. 
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That is our problem, and that is why we are heartily in favor of 
this amendment, and we are happy to be invited to speak at this 
hearing. 

(The prepared statement of Mr. Hume follows:) 



























































STATEMENT OF WILLIAM G. HUME, ASSISTANT PRESIDENT, NATIONAL WIRE 
Propucts Corp., BALTIMORE, Mp. 


Gentlemen, my name is W. G. Hume, assistant president of National Wire 
Products Corp., with our plant at Baltimore, Md., employing 98 employees, and 
a plant at Tampa, Fla., employing 25 people. 

We appreciate being invited to this hearing so that we might express our 
interest and support in some amendment to the present act which would enable 
small business, such as we are, to participate in supplying our product to prime 
contractors who have contracts from various Government agencies. There is 
nothing in the present act which gives small business any opportunity to partici- 
pate or be favored in purchases by the Government except on direct purchases of 
materials by the various Government agencies. 

Where contracts are awarded by Government agencies to large contractors for 
construction of buildings, housing, there is at present no provision tor small 
business to participate in the materials going into such construction. 

Our plants manufacture welded building reinforcing mesh and concrete pipe 
reinforcing mesh. This wire mesh is used as reinforcement of concrete and 
also as reinforcement in gypsum or light concrete roof deck. 

We sell our products to building supply distributors, steel fabricators and 
fabricators of reinforcing wire who in turn sell to the contractor and also to 
building supply dealers who esll wire mesh to contractors for use in homes as 
reinforcement in concrete floors, sidewalks, patios, and driveways, ete. ‘his re- 
inforcement mesh in concrete is used in all construction of buildings by Govern- 
ment agencies. 

The Government, however, does not purchase this wire reinforcement through 
any Government agency except in rare cases when they may advertise for a bid on 
small lots needed for repair work on Government buildings. 

Normally, when the Government requires a building, airstrip or any installa- 
tion, whether for domestic or military requirements, the contract for the build- 
ing or project is made by the Government agency with some contractor; aud such 
a contractor can purchase his requirements for reinforcing mesh from any dis- 
tributor whom he favors. 

Because the building or installation is a large one, the larger contracting 
companies are the ones who compete for this business; and since we manufacture 
only welded wire reinforcing mesh for buildings and pipe mesh, which we sell to 
a distributor, it is a natural thing for these large contractors to purchase their 
requirements of wire reinforcing mesh from the same large distributors who 
handle reinforcing wire, structural steel, etc., all of which go in the building; and 
the larger mills therefore who manufacture most structural steel, reinforcing 
wire mesh, steel wire, etc., use this larger distributor in securing the entire 
package from the contractor, which leaves the small, independent fabricators, 
such as ourselves, unable to compete, notwithstanding the fact that from the | 
price, quality, and service standpoint our product meets all Federal and State | 
specifications. 

In other words, the larger contractors deal with the larger distributors who in 
turn deal with the larger suppliers of steel. 

There have been occasions when we have participated in some of the larger 
contracts for welded reinforcing mesh on Government buildings through our 
distributors; but in most cases the larger steel people are represented by the 
larger steel distributors who have the biggest influence with the larger con- 
tractors. 

Furthermore, the large steel companies who manufacture wire reinforcing 
mesh produce the complete line of wire mesh, such as paving mesh, road mesh, 
in sheets and in rolls, in addition to building mesh and pipe mesh; and con- 
sequently through this means of manufacturing the heavy gages of road mesh, 
the heavy gages of pipe mesh and paving mesh, are able to tie themselves in with 
the large steel distributors and thus control the building mesh required on large 
governmental agency contracts to the large steel distributors. 

We therefore urge the consideration of an amendment to the present act to 
set aside a reasonable and fair portion of this mesh business so that the smaller 
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fabricators of wire mesh, such as ourselves, may participate in supplying a part 
of our production on Government agency contracts, which we are not able to do 
now since the purchase of the mesh are not made directly by the Government 
agencies. 

Senator Proxmire. At the beginning of your testimony you said 
what your sales were; $4 million ? 

Mr. Hume. About $4 million; yes, sir. 

Senator Proxmire. How much Government business do you have? 
How much direct ? 

Mr. Hume. No direct. 

Senator Proxmire. No direct? 

Mr. Hume. No, sir. 

Senator Proxmire. And you said a little subcontracting. What 
does it amount to? The percentage? 

Mr. Hume. About 1 percent. 

Sena‘or Proxmire. You have never had any direct ? 

Mr. Hume. No, sir. 

Senator Proxmire. You have no experience with direct? Have 
you bid? 

Mr. Hume. We have bid in a couple of cases but they have been 
very small inquiries for mesh. For instance, we had one the other 
day from the Navy Department for one 150-feot length roll, 750 
square feet of wire reinforcing mesh. It takes 260 of those to make a 
carload. 

Senator Proxmire. In your judgment, would the passage of S. 
2032 put you in a position where you feel you could get some sub- 
contracts ? 

Mr. Hume. I think it would. I believe that if this amendment were 
put through that the Small Business Administration, which has been 
very helpful to us since we have been in business, would be of assist- 
ance to us along that line in securing indirectly some Government 
business. 

Senator Proxmire. Thank you very much, Mr. Hume. We ap- 
preciate your testimony. 

Our last witness is Mr. Loren Thompson, who is the owner of the 
Parkersburg Tool & Die Co., Parkersburg, W. Va. 

Mr. Thompson, you are speaking on S. 2032, the Sparkman bill? 


STATEMENT OF LOREN THOMPSON, PARKERSBURG TOOL & DIE C0., 
PARKERSBURG, W. VA. 


Mr. Tuompson. That is correct. 

Senator Proxmire. Fine. 

Mr. Txompson. Gentlemen, I have no prepared statement at the 
moment, but I would like to read a comment that I have prepared 
here on the condition of small business out in the field. 

I think I am very qualified to represent and speak for small busi- 
ness, coming from West Virginia, and I have been engaged in small- 
business manufacture for about 23 years. 

Senator Proxmire. Will you describe your company, its size? 

Mr. Tuompson. Our normal competency would be 40 to 50 men. 
Primarily we are a machine-shop concern, manufacturing technical 


articles to order, and for years have engaged in prime Government 
contracts. 
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We used to engage or attempt to engage several years ago in sub- 
contracts from big prime Government contractors, but we were 
crowded out of that field. It just seems as if it is impossible to ac- 
quire satisfactory subcontracts from big contractors. 

But we do fairly well in engaging in direct prime contracts, par- 
ticularly from the Army Corps of Engineers, since they have a con- 
siderable construction program in the Ohio River there in locks and 
dams. ‘They also have needs for supply contract service which we 
engage in. 

Primarily, that is our main business at the moment. We do engage 
in ordnance and military contracts, also. 

But in the area where I am from we have not been successful in 
obtaining much in the form of ordnance contracts in that area. I do 
not know why. It just seems they go some place else and we are 
never given opportunities to bid on contracts or even engage in any 
type of negotiated contracts, even though we might be 

Senator Proxmire. You have never had a chance to bid on sub- 
contracts ? 

Mr. Tuompson. To engage in any negotiated contracts. We get 
opportunities to bid on the invitation to bid forms. But, as previous 
testimony has been here, in a lot of cases it is not a desirable type of 
work, or the quantity is so small that we just cannot come out on it. 

But we do make and have even at the moment made proposals to the 
Government for hundreds of contracts, and occasionally we are 
awarded asmall military contract. 

Senator Proxmire. What proportion, roughly, of your business 
does that amount to ? 

Mr. Tuomrson. Sir? 

Senator Proxmire. What proportion, what percent of your total 
sales, are sales to the Government on direct ? 

Mr. THompson. For the last 2 years I would say it has been 100 
percent, because in the area where we live we have no opportunities 
for any civilian type work at all. There is just none available. 

When times were better, of course, work for our plant came down 
from the steel mill area in the north, in the Pittsburgh area, but the 
last year especially most all that stopped. 

We do have, though, as I said a while ago, the Army Engineer type 
contracts. 

I would like to read this statement here if I may. 

Senator Proxmire. Proceed. 

Mr. THompson. Small business is now engaged in a life-or-death 
struggle for its very existence. This condition is becoming more and 
more acute as the various buying programs of the services penetrate 
further into the transition area from custom supplies and ordnance 
equipment to the rocket and missile field. 

The procurement programs under which this transition is being 
made are such that small-business firms are not being given an op- 
portunity to participate either as a prime contractor or as a subcon- 
tractor under a big-business prime contractor. 

Present conditions are such that for the most part small firms are 
being bypassed almost entirely for various reasons, which in many 
instances are without foundation. 














» get 
vious 
pe of 
it. 

o the 
» are 


siness 


total 


n 100 
nities 


down 
it the 


‘ type 


death 
e and 
etrate 
nance 


being 
n Op- 
ibcon- 


ns are 
many 





SMALL BUSINESS AMENDMENTS OF 1959 389 


Certainly it is not unreasonable to appraise the value of the small- 
business firm in its true value to the public economy. Small business 
is definitely part of the American economy. It reaches to every part 
of our way of life, and steps certainly should be taken to assist a small- 
business firm in their progress to obtain more prime contracts and 
more subcontracts from the defense agencies. 

Senator Proxmme. None of your contracts are negotiated? They 
are all competitive ¢ 

Mr. Tuompson. Sir? 

Senator Proxmire. All of the contracts that you have received— 
a hundred percent of your work is with the Defense Department ? 

Mr. THomrson. With some phase of the Defense Department. The 
Army Engineers or 

Senator Proxmire. It is all done on competitive bidding ? 

Mr. Tompson. All on competitive bidding. Every bit of it. 

Senator Proxmire. You have no negotiated contracts at all? 

Mr. THomrson. No negotiated. 

Senator Proxmire. What is the typical contract ? 

Mr. Tromrson. The typical contract under the Army Engineers’ 
program might be for supplies for a local dam which could range 
in dollar volume from $500 maybe to $100,000. From other military 
establishments we get small, odd-type contracts for supplies, shafting, 
or various forms of equipment from the different branches of the 
Navy. 

We do not get an opportunity to bid on Air Corps materiel anyway. 

Senator Proxmrre. You have been operating well below capacity ? 

Mr. Toompson. Oh, yes. Way below capacity. 

Senator Proxmme. How far? 

Mr. THompson. Ninety percent below capacity. 

Senator Proxmire. I am sure you have no trouble in West Virginia 
in getting more labor. 

Mr. THomrson. No. We are in a surplus labor area. Definitely a 
surplus labor area. 

Senator Proxmire. And you could expand nearly tenfold? 

Mr. Tuomprson. Oh, yes. We are trying to now, to attract some of 
the better-type contracts and doing whatever we can to help ourselves, 
but it just seems that we are definitely i in a neglected area in the area 
where we are in West Virginia. 

Senator Proxmire. Do you agree, on the basis of your experience, 
with Mr. Shepheard’s testimony that many of the negotiated contracts 
could instead be offered on a bid basis, broken down and made avail- 
able so that more of the small-business manufacturers such as your- 
self could bid on them ? 

Mr. Tompson. I think it would be astonishing, Senator, if some 
of the negotiated contracts could really be examined as to what could 
be done with them if they were taken apart and placed at the disposal 
of small business; both from the dollar standpoint and how it might 

also help the economy of small business in scattered areas. 

I know from experience that as to a lot of contracts that have been 
negotiated more or less under the guise that they were too tough for 
small companies that was not the case at all, as a matter of fact. 
Some of them were very simple. But, seemingly, when they get into 
the hands of the big contractor we are not given an opportunity to 
participate, so we never get a chance to prove our worth. 
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Senator Proxmire. In your judgment, S. 2032 as presently drafted 
would be satisfactory to give you an opportunity to get some subcon- 
tracting ? 

Mr. THompson. I have every reason to believe that if this measure 
passes it would be a very good starting point for what is needed. 

Senator Proxmire. Thank you very, very much, Mr. Thompson. 
We appreciate that a great deal. 

The subcommittee will recess until tomorrow at 10 a.m. 

(Whereupon, at 12:05 p.m., the subcommittee was recessed, to he 
reconvened at 10 a.m., Wednesday, July 22, 1959.) 
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WEDNESDAY, JULY 22, 1959 
U.S. Senate, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10 a.m., Senator William Proxmire (chairman of 
the subcommittee) presiding. 

Present : Senators Proxmire, Fulbright, and Muskie. 

Senator Proxmire. The Subcommittee on Small Business of the 
Banking and Currency Committee will come to order. 

Our first witness this morning is Senator Philip Hart of Michigan, 
who will appear, as I understand it, on S. 2032. 
Senator Hart. 


STATEMENT OF PHILIP A. HART, A U.S. SENATOR FROM THE 
STATE OF MICHIGAN 

























Senator Harr. Mr. Chairman, I appreciate very much the oppor- 
tunity this affords me to appear in support of legislation designed to 
make the Small Business Administration assistance to small-business 
concerns more effective. 

I have a prepared statement. However, I think I could spare you 
some time by making some omissions, and I am sure you would not 
resent that. 

Senator Proxmire. All right. Then, without objection, the pre- 
pared statement and accompanying material by Senator Hart will be 
printed in the record at the conclusion of his remarks. Is that satis- 
factory to you? 

Senator Harr. Thank you, Mr. Chairman. | 

Senator Proxmire. And you can summarize if you wish. 

Senator Harr. This committee and the Congress contain many men 
far more familiar than I with the efforts that have been made to make 
more effective and more serviceable the Small Business Administra- 
tion. If I had nothing more to offer than that I would be very hesi- 
tant to intrude upon you. But I appear this morning to make a re- 
port on a survey that I have conducted which I think has relevance 
and may be helpful to you and the committee in determining what 
changes, if any, should be made in the legislation. 

As a near neighbor of ours, the chairman is familiar with the fact 
that Michigan has dropped substantially in the percentage of defense 
work in the form of prime contracts over a period of the last 8 years. 
43183—59——26 391 
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Without going into details or reasons, suffice to say we dropped 
from 6.4 percent of prime defense contracts in July 1950 to 3.2 percent 
in December 1956. 

Almost from the day I arrived in Washington I have been con- 
cerned with this trend and have been attempting to develop some 
mechanism that would enable us to get a handhold on it. 

To do this, about a month ago I decided to get some firsthand re- 
ports from those who have been trying to obtain defense work. 

I sent out a questionnaire to about 3,000 Michigan firms, and, with 
your leave, sir, I would like to submit for the record a copy of the 
questionnaire and some excerpts from the replies that it produced. 

Senator Proxmire. Without objection, that will be included in the 
record. 

Senator Harr. I have not in these excerpts of replies identified the 
firms because there was a flat commitment by me when I solicited the 
information it would not be disclosed. 

However, I do have each name in my file, and if any particular 
reply rev co by yourself or the staff would indicate that a follow- 
up is desirable, we have a code symbol in front of each of the re- 
plies and we will be able to assist the staff in following up. 

Now, on the return thus far there are three conclusions that are 
pretty evident: 

First, that the small business set-aside program in Michigan is not 
working. 

Second, nearly half of those that have responded produce hardware 
and services that are of a specialized nature. Their businesses are 
not organized to handle the sales and the cost analyses and other tech- 
nical aspects of most defense procurement. 

Third, the biggest need of this large and rather specialized group 
who feel they are better geared to subcontr: acting is greater access to 
the prime contractor and ‘the processes by which subcontracting work 
is allocated. 

I have mentioned having mailed about 3,000 questionnaires. The 
survey is based upon the returns from the first thousand-odd. 

We got about a 14 percent response in the first 2 weeks. 

I shall be glad to file with the committee subsequent statistical 
data reflecting the responses from the other 2,000. 

The first signific ant item is that nearly half, 46 percent of the re- 
turns, or 67 of 160-odd, indicate that they are primarily interested 
in obtaining and performing work under subcontracting rather than 
as prime contractors, and the statement indicated the reasons that are 
assigned. 

The principal reason assigned is that the end product or service is 
unsuited to prime contracts. 

The next most frequently assigned reason is that they are not 
organized to make bids on prime contracts. 

The third is that they consider the firm too small to operate as 
a prime. 

Interestingly enough, some had some bad experiences as primes, 
and for that reason are not interested any longer. 

Twelve percent said that they lack contact or information neces- 
sary to make a bid. 

These are small firms. 
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More than two-thirds of them employ less than 200 people, and in 
all respects qualify as small business. 

I think the last significant note based on the questionnaire returns 
is that only 18 percent of these companies, who are smal] business as 
defined in the act, indicate that they have had any contact at all with 
the Small Business Administration. Only 12 percent indicate that 
any benefits from small business set-aside programs ever flowed to 
them. 

It will be noted on the reading of the prepared statement that 
Michigan small business firms were awarded contracts under the 
joint set-aside program of a value of about $59 million, Michigan 
was 10th, last of the top 10 States ranked in order of prime military 
contracts awarded by States. The value of awards for these top 10 
States was $1.6 billion. Michigan received about 3 percent of them. 

As I say, I am not sure why the lag. There does seem to be evi- 
dence that the Detroit regional office 

Senator Proxmire. Could I ask you at this point, Senator Hart: 
I notice you refer to the drop in work going to Michigan firms and the 
data used is as of December 31, 1956. Later you use a much more 
recent date with reference to prime contracts in Michigan. I am 
wondering if this 1956 date is the most recent you had available for 
that purpose. 

Senator Harr. I believe it is. 

Senator Proxmire. It is? Isee. 

Senator Harr. I believe it is. 

Senator Proxmire. Then on the basis of this figure, would you 
conclude that the percentage has dropped even further since 1956? 
Or is it about the same? 

Senator Harr. Not appreciably but slightly, yes, a fraction of 1 
percent. 

Michigan is a Small Business Administration regional office, and 
they tell us that they are understaffed in personnel to assign full 
time to assisting small business in obtaining the information and 
other aids on Government procurement activities, 

Now, as to the bill before the subcommittee, which I have indicated 
I would like to address myself to, I endorse the provisions which 
would provide a clear, explicit directive to Small Business Admin- 
istration to concern itself in every feasible way with assisting small 
business firms in obtaining subcontracts under Government contracts 
with the primes. : 

There are a number of excerpts that I have attached, expressions 
by small businessmen based on their replies to the survey. I would 
read just four which I think demonstrate a real need for this type 
of assistance in obtaining of subcontracts. 

The first one said, among other things: “We do not have enough 
information as to who is a prime contractor for the type of work 
we are able to perform.” ; 

The second said : “We have never known who would use our service 
or who has a prime contract which would require castings as a 
component.” : ; 

The third said, among other things: “We have been seeking sub- 
contracting work. We will be pleased if some of the large prime 
contractors would give us an opportunity.” 
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The last one observed that: “We are not big enough to stand the 
cost of soliciting through outside agents.” 

I think the section of the bill which would rewrite the authority 
of the SBA to make studies at all stages of the procurement process— 
including the cbservation of any negotiations and awards board dis- 
cussions—and submit recommendations to the appropriate Federal 
agency to insure that a proper share of the contracts and subcontracts 
would go to small business concerns is an essential addition to SBA 
authority. 

Now, we are all familiar with human nature and what I say now 
is not at all surprising, but there is misgiving with the extent to which 
rime contractors are required to exert themselves in seeking out qual- 
ified subcontractors and opening as many subcontracts as possible to 
competitive bids. 

There are still too many unused skilled men and tools and facilities 
in this Nation that could be put into both production and research 
development in our defense and defense-related programs. 

The chairman of this subcommittee has addressed himself very elo- 
quently to this problem on many occasions in the Senate. 

I think it is the purpose of the SBA to see that the small businesses 
of America are integrated into this pattern in the most efficient and 
productive manner. It is for this reason that I support the proposed 
legislation. 

It occurs to me, in light of the indicated responses, that Senator 
Sparkman had a very sound idea. As I recall it, he suggested to the 
Armed Services Committee that they put into the Defense Appro- 
priation Act this year a requirement that there be a publication of 
all Government procurement solicitations, negotiated or otherwise. 

Perhaps I overstate what he was shooting at. But these small firms, 
finding it difficult to tie in to sources of information, begin, and I 
think understandably, to suspect all of us. They think that Govern- 
ment procurement works either by magic or by influence, and they 
find themselves possessed of neither. 

It seems to me that if it is true, as I understand it, that only about 2 
or 3 percent of the Government procurements are synopsized, publi- 
cized, generally distributed, it is not surprising that there is this difli- 
culty in catching up on the part of small business firms, especially 
with the knowledge that the Government is in the market for a thing 
that they might very effectively provide. 

We have many complaints right in this survey from the business- 
men because they cannot find out just what the Government is buying. 
Very few companies are able to engage Washington representatives. 
Small firms find this a luxury they cannot afford. 

Now, the Department of Commerce does put out this daily synopsis 
which I know the committee is familiar with. As I say, it covers a 
very small percentage of the work that is anticipated. 

If all the procurements were publicized, I am sure that business 
firms would be very glad to pay the additional cost that would be 
represented in preparing a synopsis. 

‘ighty-five percent of the dollar volume of defense procurement 
is by negotiated contracts, and an even higher percentage of defense 
contracts is awarded by neogtiation. I have presumed to steal from 
Senator Sparkman the proposal he made to the Senate Armed Serv- 
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ices Committee, and while the language may be subject to improve- 
ment, would it not be desirable that we provide somewhat as fol- 
lows: That Federal agencies engaged in procurement shall daily pub- 
licize, immediately after it becomes evident that the procurement will 
be necessary, in this U.S. Department of Commerce procurement form, 
all of this procurement except that which is prohibited by reason 
of security needs ? 

I make that specific suggestion, and I am sure that it will allay many 
suspicions. 

I am sure it would assist smaller firms, many of whom are not 
knowledgeable in this area, to find the path. 

Too often I know it is true of our office and I am sure it is true of 
other Senate offices that a constituent will come in and say, “To whom 
dol go? How dol find out?” 

It would be fine if, instead of traveling the distance from Wiscon- 
sin or Arkansas or Michigan, there could be delivered to his office 
each morning a summary of those things which, even when he gets 
here, we are not now in a very good position to tell him. 

Mr. Chairman, I appreciate this opportunity very much. 

Senator Proxmire. Thank you very much, Senator Hart. 

Senator Fulbright ? 

Senator Futsricut. No, I do not believe I have any questions. 
Thank you. 

Senator Proxmire. I would like to commend you on two things 
particularly, Senator Hart. 

I think this suggestion for legislation to require daily publication 
of all procurement information is excellent. I have just been talking 
with the staff and there is not any legislation pending as far as they 
know in either House to do this. We will be extremely interested in 
exploring this possibility. 

It sounds to me very, very constructive. I see no reason why—pro- 
vided some undisclosed objection does not occur—we cannot introduce 
legislation of this kind before this year is out. 

Senator Harr. Mr. Chairman, may I add to my statement the pro- 
posed legislative language that might accomplish this? 

Senator Proxmire. Thank you very much. 

The other comment I want to make is that this questionnaire to 
3,000 Michigan manufacturers is a very, very useful one for the pur- 
poses of this committee. It is exactly the kind of information we need. 
We get very expert, competent testimony, but, of course, we can only 
hear in the time we have a tiny proportion of manufacturers, just a 
sample, and we never know how representative it is. This kind of 
survey is very helpful. 

I would like to ask you about one reference that occurs on the first 
page of your addendum; that is, referring to statement No. 3. The 
comment you received was this, and I quote: 

A further detriment to the position of medium-sized manufacturers and 
specialists has been the overall systems concept. Many large companies 
who have been awarded systems contracts with the responsibility of subcontract- 
ing various components have been put in the enviable position of choosing for 
themselves any portion that they desire. There have been glaring examples of 
this even in the audio field which has cost the Government millions of dollars. I 


do net believe that these represent dishonesty at any level in the Government 
but simply are examples of military procurement at its worst. 
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The increasing size of contracts has been defended on the grounds 
that we have a changing type of military hardware and this requires 
bigger contracts. Does: this not seem to be a strong argument for the 
kind of provision that S. 2032 makes, to provide a greater opportunity 
for small business in subcontracting ? 

Senator Harr. I could respond at length, but the answer is “Yes.” 
Very definitely. 

Senator Proxmire. I wonder if, the comments that have come in in 
the course of this questionnaire, you have any competent opinion ex- 
pressed on something that has been disturbing us quite a bit lately. 
That is that such a large proportion of proc curement is placed by 
negotiation and such a small proportion by competitive bidding. We 
find it is 85 percent negotiated contracts and about 15 percent com- 
petitive. 

We have had people who appear to be competent and reliable say 
they think it could almost be reversed, at least 25 percent negotiated 
and 75 percent competitive. 

Have you had any expression of views on this kind of thing 
that you regard as competent ? 

Senator Harr. We have had some strong expressions, all to the point 
that if there were more lettings on a competitive basis we would be 
obtaining more business. 

I hope that when all of the responses have been tabulated I will be 
able to give you a more specific reply. 

But to return to the comment made in the item No. 

Senator Proxmire. Of course, we are nal aes two things. 
We are concerned, No. 1, with getting as much business in the hands 
of small business as possible, and also with saving the taxpayers 
money. We have had some off-the-cuff opinions from people who 
have an interest that this would save the taxpayers a substantial 
amount of money and not interfere with timely procurement. 

So any information you can give us on that at any time will be 
helpful. 

Senator Harr. Well, we will certainly include in the breakdown 
such expert testimony as develops. 

But surely the systems concept and the change it introduces into 
our general pattern of Government procurement disturbs a lot of 
these people who have been responding to this questionnaire. 

If we could build into the relationship between the prime con- 
tractor, even if it is on a systems concept, and his subcontractors a very 
strong voice in the form of public policy, which would place him 
under obligation to do the same sort of set-aside, to undertake actively 
to seek the smaller businessman, just as we thought we were building 
in safeguards when the Government was in direct relationship with 
the vendor, to this extent I think we would be improving a situation 
which has become the subject of very sharp criticism among the 
smaller business men. 

Senator Proxmire. Thank you very much, Senator Hart. It has 
been very useful. 

Senator Harr. Thank you. 
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(The prepared statement of Senator Hart together with the ma- 
terial referred to are as follows:) 













STATEMENT OF PHiuip A. Hart, A U.S. SENATOR FROM THE STATE OF MICHIGAN 


Mr. Chairman, thank you for the opportunity to appear in support of legisla- 
tion designed to make the Small Business Administration’s assistance to small 
business concerns more effective in the complicated and often confusing problem 
of obtaining subcontracts from prime contractors working for the Federal 
Government. 

Almost from the day I came to the Senate 7 months ago, I have been attempting 
to assemble information and knowledge on how to help firms in the State of 
Michigan regain some of the losses suffered on defense contracts. 

Without going into detail on the many possible explanations of why Michigan 
firms have dropped, from obtaining an average of 6.4 percent of the prime defense 
contracts between July 1, 1950, and December 31, 1956, to where today Michigan 
receives only 3.2 percent of the prime contracts being awarded, I would only 
point out that this has had an equally serious impact on many of the smaller 
firms of our State. 

One of the clearly discernible patterns has been the pulling in by the prime 
contractors of work previously done by smaller firms on a subcontract basis. 

This theme has been an all-too-frequent one as I have read the mail and 
listened to the problems of company after company sharing with me its diffi- 
culties in the past several months. 

But I come before your subcommittee today, Mr. Chairman, with what I hope 
are some typical examples of the difficulties of small business concerns in 
Michigan as they review their problems of obtaining defense subcontracts. 

If this were just hearsay material, I would not be before you testifying on 
this important subject, since there are those with experience far greater than 
mine in the Congress who have struggled with this subject for many years. 
But I believe the material I have to present is pertinent to the problem under 
study and very definitely substantiates the need for amendments to the Small 
Business Administration Act as outlined in S. 2032, introduced by the distin- 
guished chairman of the Senate Small Business Committee, Senator Sparkman. 

About a month ago, I decided that if I were to gain insight into this problem 
of why Michigan firms have been receiving less and less defense work from the 
Government, I should obtain firsthand the views of these firms. 

The results of the first returns from a questionnaire sent from my office, 
sampling the views of Michigan industry, were so pertinent to the subject of 
these hearings, that I have prepared a summary of the comments and findings. 

For the record, Mr. Chairman, I am submitting a copy of my letter to these 
firms, a copy of the questionnaire, and excerpts from their replies on the prob- 
lems of obtaining subcontracts. I have not identified the firms by name, but by 
number, since I indicated in my letter that complete anonymity would be ob- 
served in using the data from the returns. If necessary, I have the name of 
each firm on file in my office. 


There are certain recurring themes in the returned questionnaires. They 
suggest three conclusions : 

1. The small business set-aside program in Michigan has not been working. 

2. Nearly half of those responding produce hardware and services that are of 
a specialized nature and their businesses are not organized to handle either the 
sales, cost analysis, or other technical aspects of most defense procurement. 

3. The biggest need of this large and specialized group who feel they are better 
geared to subcontracting is greater access to the prime contractor and the 
processes by which subcontracting work is allocated. 

These conclusions are based on the preliminary findings of the first phase of 
this survey which included 1,100 questionnaires, with about 14 percent respond- 
ing in the first 2 weeks. Another 2,000 questionnaires are now being processed for 
mailing throughout the State, and I hope to make the final tabulation available 
to the committee at a later date. 

The first item of significance is that nearly half—46 percent, to be exact, or 67 
of 145 returns—have indicated that they are primarily interested in obtaining 


































































































398 SMALL BUSINESS AMENDMENTS OF 1959 


and performing work under subcontracts rather than as prime contractors. The 
reasons for this may be analyzed as follows: 





Percent 
End product or service unsuited to prime contract____--_----_-------~_- 33 
Not organized to make bids (cost analysis, sales, technical) on prime 
ais earner oinen 16 
Consider firm too small to operate as prime contractor____-_____-_--____--_- 13 
Lack of contact or information necessary to make bid_------------_--__-- 12 
Previous bad experience as prime contractor____._...-------___--_-.--.. 7 
Overhead and labor costs are not competitive.___...-....-......--.-_---. 4 
I ttn haere maa 15 
cca sta cha eccnat ached <oeresligieice ocighocha ddaediaaieaetaaslciepticaaniniab eaten amamiien 100 


More than two-thirds (51) of those interested only in subcontract work were 
“small” firms employing less than 200 people and otherwise would qualify for 
assistance as a small business. In fact, slightly more than two-thirds of those 
responding thus far to my questionnaire could be defined as small businesses. 

A final note of significance from the questionnaire returns: Only 18 percent 
(19 companies) of those who may be defined as small businesses indicate that 
they have had any contact with the Small Business Administration. Perhaps 
more significant, only 12 percent (17 companies) indicate any benefits from 
the small business set-aside program. 

I will conclude with a few additional observations. For the period July 1, 
1958, to April 30, 1959, Michigan small-business firms were awarded contracts 
under the joint set-aside program of a value of only $58,776,772. Michigan was 
10th of the top 10 States ranked in order of prime military contracts awarded 
by States. The total value of awards for these top 10 procurement States was 
$1,686,760,772. Michigan received only about 3 percent of this amount. 

I am not sure what the reasons are for this lag in Michigan: I- would hope 
that it might be possible for the Small Business Administration to look into this 
situation. There does seem to be evidence that the Detroit Regional Office of the 
Small Business Administration is seriously understaffed in personnel assigned 
full time to assisting small businesses in Michigan to obtain information, and aid 
on Government procurement activities. 

Mr. Chairman, speaking of the bill before the subcommittee, I would speci- 
fically endorse the provisions which would provide a clear and explicit direc- 
tive to the Small Business Administration to concern itself in every feasible 
manner with assisting small business firms in obtaining subcontracts under Gov- 
ernment contracts with prime contractors. 

Attached to my statement is a brief sampling of comments by small business- 
men throughout the State of Michigan taken from the survey I am conducting. 
I submit the list for the record, and will read just a few of these comments that 
seem to illustrate the need for real assistance on subcontracting. 

“We do not have enough information as to who is a prime contractor for the 
type of work we are able to perform.” 

“* * * We have never known who would use our service or who had a prime 
contract which would require zine die castings as a component.” 

“* * * We have been seeking subcontracting work and would be pleased if 
some of the large prime contractors would give us an opportunity to utilize our 
skills and capabilities.” 

“* * * We are not big enough to stand the cost of soliciting through outside 
agents.” 

The section of the bill which would rewrite the authority of the SBA to make 
studies at all stages of the procurement process, including the observation of 
any negotiations and awards board discussions, and to submit recommendations 
to the appropriate Federal agency to insure that a proper share of the contracts 
and subcontracts go to small business concerns, seems to me to be a very essen- 
tial addition to SBA authority. 

Today, there is misgiving with the extent to which prime contractors are re 
quired to exert themselves in seeking out qualified subcontractors and opening 
as many subcontracts as possible to competitive bids. 

Today, there are far too many unused skilled men, tools, and facilities through- 
out the Nation that could well be woven into both production and research and 
development work on our defense and defense-related programs. It is the pur- 
pose of the Small Business Administration to see that the small businesses of 
America are integrated into this pattern in the most efficient and productive 
manner. 
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It is to this end that I support the proposed legislation, and will continue to 
probe into the activities of Federal procurement in my State until I am satisfied 
that the entire State of Michigan is obtaining its fair share of both, prime con- 


tracts and subcontracts from the procurement activities of our Federal Gov- 
ernment. 


EXceRPTS FRoM COMMENTS RECEIVED BY SENATOR PHILIP A. HART IN RESPONSE 
TO A QUESTIONNAIRE SURVEY OF MICHIGAN MANUFACTURERS AND THEIR EXPERI- 
ENCE WITH DEFENSE CoNTRACTS, JULY 1959 


1. “We do not have enough information as to who is a prime contractor for 
the type of work we are able to perform.” 

2. “Sixty percent of our volume is subcontract work—this is the best type of 
work for small business as prime contracts will put a lot of small business out of 
business.” 

3. “A further detriment to the position of medium sized manufacturers and 
specialists has been the overall system concept. Many large companies who have 
been awarded systems contracts with the responsibility of subcontracting vari- 
ous components have been put in the enviable position of choosing for themselves 
any portion that they desire. There have been glaring examples of this even in 
the audio field which has cost the Government millions of dollars. I do not 
believe that these represent dishonesty at any level in the Government but sim- 
ply are examples of military procurement at its worst.” 

4. “You will notice that we preferred to do only subcontracting work, and we 
are doing quite a little of it at the present time. Our experience with prime con- 
tracts during the war led us to believe that we could best serve our country and 
our employees by confining our efforts to subcontracting.” 

5. “We feel that because of the small size of our concern we fare better solicit- 
ing subcontract orders from prime contractors.” 

‘6. The firm has not sought prime contracts because there is “too much red- 
tape” and has only about 10 percent of its capacity devoted to subcontracting 
because “have not been able to contact the proper agent.” 

7. “We are better equipped to do subcontract work rather than take on a prime 
contract. * * * It has been over 2 years since we have had any subcontract work 
on a Government contract. We just haven’t been able to get any.” 

8. This firm has not sought prime contracts because “we did not believe we 
were large enough to seek or handle prime contracts.” The firm has been suc- 
cessful in obtaining subcontracts. 

9. “Our products lend themselves to subcontracts. * * * we have sought to 
find sources for our products through the Small Business Administration and 
others, but results, frankly, have been disappointing. * * * finding the right 
person in the right job in the right agency is no small problem.” 

10. This firm says no primes have been available in their field “in 5 years” 
but the firm has obtained some subcontracts. “Would be glad to have work as 
direct or subcontract work.” 

11. “We also feel that the time and cost involved in securing information on 
the many phases of activity required to enter a bid on Government contracts is 
too high for the results obtained. Although we would like to bid on more jobs 
we feel that the exceptionally large amount of redtape involved prevents us 
from doing so.” 

12. “The development of missiles, we feel, will have a further impact upon 
the aircraft industry, and our information indicates that there is not a very 
large amount of work obtainable from the missile manufacturers. We believe 
our past demonstrated abilities indicate we could be employed for new projects 
and we would be interested in securing work in the missile and other related 
fields. 

“* * * T should like to point out something that greatly disturbs the small 
manufacturer—that is the request by the large prime airframe manufacturers 
for certain confidential detailed information regarding the basis of quotations 
* * * The small manufacturer has nothing remaining insofar as skills and 
know-how are concerned to help him maintain a competitive advantage. The 
request also states failure of the bidder to comply with requirements may dis- 
qualify the bidder’s quotation * * *. As you are well aware, leaks can and 
do occur and the possibility of such information reaching one’s competitors makes 
one reluctant to comply with requests of this kind. The smal! manufacturer 
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now is being asked to open up all of his detailed records to his prime or next 
tier subcontractor’s representatives for investigation and review * * *. I know 
of no regulations or reasons why a subcontractor obtaining his business through 
competitive bidding on a fixed price contract would be required to disclose such 
foregoing confidential data.” 

13. “We are a small concern, 50 employees, and after investigating the work 
and problems involved in prime contracts, we find it more pleasant and profitable 
to let the large corporations have the prime contracts and we can assist them 
to do the work * * *, I believe the taxpayer, small business, and all would 
be better off if large corporations would get the prime contracts and let small 
manufacturers do the specialized work.” 

14. “We do not desire to deal directly with Government agencies due to the 
redtape involved but prefer to do subcontract work * * *.” 

15. “It would seem that the small business must confine itself to subcontract 
work business because of the complicated procedures the Government has set up 
as essential to bidding on prime contracts. Either that or it would be necessary 
to set up another agency to help in explaining and deciphering the various re- 
quests to bid.” 

16. “Our work has to be on a subcontract basis and we have never known who 
could use our service or who had a prime contract which would require zine die 
castings as a component.” 

17. “Government prime contracts are far too involved with procedure, unnec- 
essary complex specifications and handled by incompetent personnel to warrant 
spending the excessive amount of time required to obtain an opportunity to bid 
* * *. We have been and are constantly bidding on subcontract work to a variety 
of firms holding prime contracts. To date we have been most successful in ob- 
taining this subcontract work.” 

18. “* * * we have been seeking subcontracting work and would be pleased 
if some of the large prime contractors would give us an opportunity to utilize 
our skills and capabilities.” 

19. “‘We would be very happy to bid on subcontract work, however it is very 
difficult to find out which prime contracts have subcontract work which would 
fit in with our facilities.” 

20. “It is very difficult to locate’”—reason why the firm has not actively sought 
subcontracting work with Government prime contracts. 

21. “We are a small corporation * * * do not have the personnel to follow 
through with some types of Government program. However, we are interested.” 

22. “* * * we are not big enough to stand the cost of soliciting through out- 
side agents.” (Difficulties contacting prime contractors outside of Michigan on 
possible subcontract work.) 





AMENDMENT TO SMALL BusINESS ACT OF 1958 


Add to section 8(a)13: 

“(d) to obtain from any Federal department establishment or agency engaged 
in procurement or in the financing of procurements or production all procure- 
ments for supplies and services in the continental United States and territories 
(including Hawaii and Alaska) of $5,000 and above and shall publicize immedi- 
ately after the necessity for the procurement is established in the “United States 
Department of Commerce Synopsis of the United States Government Proposed 
Procurements, Sales and Contract Awards,” a daily publication, except those 
procurements which are of a classified nature for security reasons.” 
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U.S. SENATE, COMMITTEE ON THE JUDICIARY, 
June 23, 1959. 

Deak Str: Before coming to Washington, I was aware of the difficulties 
encountered by some Michigan business firms in getting Government contracts. 
Since coming to Washington, many businessmen have brought to me other prob- 
lems growing out of their contracts with the Defense agencies or the General 
Services Administration. With the overall decline in defense prime contract al- 
locations to Michigan industries from 13.7 percent in 1952 to 3.2 percent today, 
there is reason for concern. 

Thinking that better communication between Government agencies and our 
manufacturers would help, I have been consulting with officials both of trade 
associations and Government. This has resulted in a questionnaire designed 
to provide valuable information to those affected. 

We need to know what the obstacles are, what the experience of Michigan busi- 
nessmen has been, and what the current interests are in getting Government 
work for Michigan plants. If you and your staff could share your experience 
with me, it will help those business people and Government officials who want to 
keep a full and fair fiow of defense work coming in. 

The questionnaire is of less importance than getting your views and sug- 
gestions—a letter will be just as good, if you prefer. And disregard this request 
entirely if it will not help your company. There will be no reference made to 
individual companies in the report, which will be sent you as soon as it is 
available. 

Finally, I am enclosing the standard form used by all Government procure- 
ment officers in preparing lists of firms to which bid announcements are regu- 
larly sent. If you want your firm added to these lists, or to additional lists, 
please complete the form and return it to me, and I will see that your name is 
added or that additional lists are checked for your company. 

You read this assurance so often from political offices you must suspect it 
is printed on the stationery, but I do mean it; I want to be of help and my 
office stands ready to do what it can. Please do not hesitate to call upon me. 

Sincerely, 


Puiure A. HART. 


Your firm may not have been receiving bidder’s notices on Government con- 
tracts on which it might wish to bid. Firms’ names are often removed from 
such lists after a time when no bids are received, and must have their names 
placed on the lists again. Often it is helpful to receive notices from more than 
just a limited number of procurement offices. 

If you wish to fill out the enclosed form and return it, we will forward the 
completed application to the appropriate Federal agencies in order that you may 
receive bidder’s notices of interest to your firm. 

It would be helpful to us if you would also complete the enclosed questionnaire 
for our office records since we will not retain the bidder application. 

Return to: Senator Philip A. Hart, 

U.S. Senate, 
Washington 25, D.C. 
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STANDARD FORM 129—AUGUST 192 
POESC MIBED SY GENERAL SERVICES ADMUMISTRATION 
=e.) 


INITIAL APPLICATION 


BIDDER’S MAILING LIST APPLICATION -— connate 


All answers should be typed or printed. See reverse for information and instructions. 








DATE OF THIS APPLICATION 






































1. NAME OF APPLICANT 2. ADDRESS TO WHICH BIDDING FORMS ARE TO BE MAILED 
3. ADDRESS OF MAIN BUSINESS OFFICE ~ 4. HOW LONG IN PRESENT BUSINESS — 
5. TYPE OF ORGANIZATION (Check one) Z - ~ | 6. IF INCORPORATED, INDICATE IN WHICH STATE -* 
me INDIVIDUAL CJ PARTNERSHIP L J CORPORATION 
7. NAMES OF OFFICERS, MEMBERS OR OWNERS OF CONCERN, PARTNERSHIP, ETC 
“@ PRESIDENT ' T vice PRESIDENT 
siiitg icaateailiahsieaalia edb se iii chastised shee eaten bion ie 
©) SECRETARY } (2) TREASURER 
a anes o— _ mpeeiiinnns NEES a a — = 





® OWNERS | OR ‘PARTNERS 





8. AFFILIATED CONCERNS (Name, location, and in detail controlling is interest in each) 





9. PERSONS OR CONCERNS | AUTHORIZED TO ‘SIGN 'BLOS AND CONTRACTS IN YOUR NAME U/ agent, so specify) 





NAME [ OFFic WAL CAPACITY 


iN cepa ice cst ennt eaphcae a cto eee ae pita 


ee — — —_}—____ —— 





10. PERSONS TO CONTACT ON MATTERS CONCERNING Bios AND CONTRACTS (if agent, so specify) 


| OFFICIAL CAPACIT TELEPHONE 0. 









—E ——a - L 


11, INDICATE CLASSES OF EQUIPMENT, SUPPLIES, MATERIAL, AND/OR SERVICES ON WHICH You DESIRE TO BID (Use attached list, if any? 








12. CATEGORY (See deGnitions on the reverse af this form and check below the category which applies to the applicant) 


oO (A) MANUFACTURER OR PROOUCER oO (C) REGULAR DEALER (Type 2) 
C (8) REGULAR DEALER (Type J) 3 (0) SERVICE ESTABLISHMENT ad ale < 











13, NUMBER OF PERSONS NOW EMPLOYED) 14. FLOOR SPACE (Square feet) 15. NET WORTH 




















THIS SPACE FOR USE BY THE GOVERNMENT I certify that the information supplied herein (#mofuding all 
Ee ee pages attached) is correct and that neither the applicant 
nor any person (or concern) in any connection with the 
applicant as a principal or officer, so far as is known, is now 
debarred or otherwise declared ineligible by any agency of the 
Federal Government from bidding for furnishing materials, 
supplies or services to the Government or any agency thereof. 


SIGNATURE OF PERSON AUTHORIZED TO SIGN THIS APPLICATION 











18. NAME AND TITLE OF PERSON SIGNING (Please type or peiat) 


o—8r4is4 
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INFORMATION AND INSTRUCTIONS 


Persons or concerns wishing to be added to a particular agency’s bidder’s mailing list for supplies 
or services shall file this properly completed and certified Bidder’s Mailing List Application, together 
with such other lists as may be attached to the application form, with each procurement office of 
the Federal agency with which they desire to do business. The application shall be submitted 
and signed by the principal as distinguished from an agent, however constituted. 


After placement on the bidder’s mailing list of an agency, a supplier's failure to respond (sub- 
mission of bid, or notice in writing that you are unable to bid on that particular trans- 
action but wish to remain on the active bidder’s mailing list for that particular item) 
to Invitations for Bids will be understood by the agency to indicate lack of interest and concurrence 
in the removal of the supplier’s name from the purchasing activity’s bidder’s mailing list for the 
items concerned. 


CATEGORY DEFINITIONS 
(See Item No. 12) 


A. MANUFACTURER OR PRODUCER means a person (or concern) owning, operating, or 
maintaining a factory or establishment that produces, on the premises, the materials, supplies, 
articles, or equipment of the general character of those listed in item No. 11. 


B. REGULAR DEALER (Type 1) means a person (or concern) who owns, operates, or main- 
tains a store, warehouse, or other establishment in which the materials, supplies, articles, 
or equipment of the general character listed in item No. 11 are bought, kept in stock, and sold 
to the public in the usual course of business. 


C. REGULAR DEALER (Type 2) in the case of supplies of particular kinds (at present, petro- 
Jeum, lumber and timber products, coal, machine tools, raw cotton, green coffee, 
or hay, grain, feed, and straw) “REGULAR DEALER” means a person (or concern) satis- 
fying the requirements of article 101 (b) of the regulations, as amended from time to time, 
prescribed by the Secretary of Labor under the Walsh-Healey Public Contracts Act (41 U. S. 
Code 35-45). 


D. SERVICE ESTABLISHMENT means a concern (or person) which owns, operates, or main- 
tains any type of business which is principally engaged in the furnishing of nonpersonal serv- 
ices, such as (but not limited to) repairing, cleaning, redecorating, or rental of personal 
property, including the furnishing of necessary repear parts oc other supplies as part of the 
services performed. 


G. 8 GOVERN WENT PRINTING SrFICE lo—oratcee 
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Please return to: 
Senator Philip A. Hart 
U.S. Senate, 
Washington 25, D.C. 


Type of productionand product #2 Y ear established bon ee 
Official concerned with Government contracts os Approximate number of 
employees 


PRIME CONTRACTING WITH THE FEDERAL GOVERNMENT 

It would be helpful to know— 

Has your firm bid on any Government prime contracts during the past 5 years? 
If your firm bid, was it a successful bidder? 

Are there some particular reasons why your firm has not recently sought to 
bid on Government prime contracts? 

SUBCONTRACTING ON FEDERAL GOVERNMENT CONTRACTS 

_ It is clear that many Michigan manufacturing firms, while often not seeking 
Government prime contracts, are definitely interested and active in subcontract- 
ing on Government contracts. 

Has your firm recently bid on subcontract work under a Government contract 
held by another firm? Has your firm been successful in obtaining subcontract 
work? 

If your firm has not been actively seeking subcontracting work with Govern- 
ment prime contracts, does it have particular reasons for not pursuing this type 
of business? 

Some of the larger defense prime contractors are conducting special programs 
to utilize the skills and capabilities of smaller manufacturing firms. Has your 
firm been solicited for bids from a prime contractor? 

Has your firm had difficulty contacting prime contractors outside of Michigan 
on possible subcontract work? 


GOVERNMENT BrIDDER’s LIstTs 


Announcements of invitations to bid on Government contracts come from some 
500 defense and nondefense procurement offices throughout the Nation. Being 
on bid lists from only one office may be a limiting factor in receiving adequate 
notice of bids. 

Is your firm currently on any Government agency’s bidder’s mailing list? 

Does this include receipt of bid announcements from : 


Army ..... GSA (General Services Administration) _-----_------_---_---. 
, — NASA (National Aeronautic and Space Administration) —----~-. 
Air Force .... ABC (Atomic Dnergy Commission) .............................: 
Neen eee nee a ign eee 


SMALL BUSINESS AND LABOR SURPLUS AREA “SET-ASIDE’”? PROGRAMS 


Special programs are sometimes utilized in Government procurement opera- 
tions to give manufacturing firms in areas of labor surplus or smaller manu- 
facturers preference in bidding on Government contracts. 

Has your firm ever bid on a small business set-aside Government contract? If 
so, how recently? 

Has your firm ever bid on a contract that had a labor surplus set-aside? If so, 
how recently? 


SPEcIAL ASSISTANCE OR INFORMATION ON GOVERNMENT PROCUREMENT 


There are many governmental and nongovernmental groups which indicate 
that they provide some type of assistance to firms interested in doing business 
with the Government. It would be helpful to know which of the following have 
been helpful to your firm, and any evaluation you may have of how they have 
been helpful or how the Government agencies could improve their programs in 
this area. 
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Helpful assistance and cooperation in obtaining Government contract informa- 
tion has come from— 


Local industrial development group___________. Chamber of commerce_________ 
Small Business Administration.__._.___________. Trade associations____________ 
Government procurement officials_____________ Other 


Michigan Employment Security Commission___________________________ 
Michigan Economic Development Commission 


As is true in private business, Government procurement offices need to be re- 
minded of available skills and interests. Does your sales department make 
regular calls on the several procurement offices in Detroit? 

Any other comments that you care to make which would be helpful? 

Senator Proxmire. We have a number of witnesses who I under- 
stand are going to testify on the same issue. I am so informed by the 
staff. I see we have nine. We are anxious to hear everybody at 
whatever length they desire to address us, but in view of the fact 
that we would like to be able to terminate this hearing this morning 
if possible, we would ask those testifying to recognize that there are 
nine witnesses to be heard and attempt to make their presentations ac- 
cordingly. 

We do not want to restrain anybody, of course, but it would be very 
helpful if that could be done. 

Our first witness is Mr. Herbert L. Thomas, of Little Rock, Ark., 
and Senator Fulbright would like to say something about Mr. Thomas. 

Senator Futsrient. Mr. Chairman, I would like to introduce Mr. 
Thomas to the chairman and to this subcommittee. 

1 have known Mr. Thomas for more than 20 years. He was form- 
erly chairman of the board of trustees of the University of Arkansas, 
when I was president—shortly after I was president—and he lived in 
Fayetteville, my hometown. 

He has been for a number of years the president of the First Pyra- 
mid Life Insurance Co. of Little Rock. 

He is a rare combination of a man who is both public-spirited and 
willing to give his time to many public affairs as well as an extremely 
successful businessman. I consider that Mr. Thomas has one of the 
most penetrating and perceptive minds of any man I have ever known. 

He has been one of the most helpful supporters of the Small Busi- 
ness Investment Act of 1958. 

He came up and testified before the Banking and Currency Com- 
mittee at the time we were considering that legislation and made, 
I thought, a great contribution to the thinking and the consideration 
of that bill by the committee. 

Mr. Thomas also has followed up in that connection and is one of 
the moving spirits in the organization that has been created in my 
State, the First Arkansas Development Finance Corp. He is now 
chairman of the board of that organization. As you know, these 
corporations are an effort to help small business in any of the States, 
but particularly those underdeveloped States where there is very 
serious lack of capital and a very obvious absence of industrial de- 
velopment ; not i money and the capital but also knowledge as to 
how to meet the problems of this more modern industrial age. 

So I am very happy Mr. Thomas is here today to advise with the » 
committee. 

Senator Proxmrre. Fine. 

Mr. Thomas, we are certainly honored to have you here. Proceed 
as you wish. 
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STATEMENT OF HERBERT L. THOMAS, CHAIRMAN OF THE BOARD, 
FIRST ARKANSAS DEVELOPMENT FINANCE CORP., LITTLE ROCK, 
ARK. 


Mr. Tuomas. Chairman Proxmire, Senator Fulbright, and mem- 
bers of the committee, I was privileged to testify before this com- 
mittee on June 5, 1957, regarding what was considered a void in our 
banking system—an opportunity in many of our States for small 
business to be able to secure long-term loans and some equity capital. 

I was quite pleased with the bill that was finally adopted. 

Senator Proxmire. May I interrupt at this point to ask you, sir, 
would you like to have your statement put into the record in toto? 

Mr. THomas. Yes. 

Senator Proxmire. Very good. Then, without objection, your state- 
ment will be put into the record as it appears here, and you can pro- 
ceed just exactly as you wish. 

Mr. Tnomas. My oral testimony will be much shorter, and I will 
try to cover just the high spots. 

I think it would be interesting for the committee to know that the 
only testimony that objected to the program that we discussed in 
1957 came from the American Bankers Association. But now that 
the legislation is in effect, some of the first and strongest develop- 
ment corporations that have been organized have been not only by 
bankers but by banks themselves, which I think speaks well for the 
concept of the Congress in its legislation. 

I testify again and I confirm it now that I think the Small Busi- 
ness Administration is the logical terminus for the handling of this 
legislation. I think they have made an excellent start in the States 
that are organizing development corporations. I think as the banks 
gain experience and as they see successes, their concept of its im- 
portance in our banking system will be increased. Their own tech- 
niques will be improved. It will reflect credit as a part of our national 
banking system which we at that time felt had a void in it. 

There is one section of the act that I want to discuss in more detail. 
It is one in which I definitely know there is a difference in interpreta- 
tion, and I think your committee could do a tremendous favor to 
those of us working on it out in the States and to SBA to clarify 
this difference and make explicit the intent of the Congress. 

That is section 602, making the grants to the various States for 
counseling and research. 

If you will refer to the testimony of 1957, pos will find, I believe, 
I was the only person testifying in behalf of that section, appropriat- 
ing a fund to go along with this overall program of developing 
these finance corporations. I felt we were entering a new field. I 
felt that there was one legitimate criticism of this legislation—that 
money was not all that small business needed, that it needed better 
management, it needed more know-how. Therefore, I felt that if 
the legislation was to be carried out in full, if it was to be an important 
factor in our banking system, an appropriation to carry forward the 
counseling, the research, and the guidance of these finance corpora- 
tions would doa tremendous good. 

The SBA, as I understand it, has interpreted counseling not to be 
at the local level but to be in Washington. I think you will find 
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throughout my previous testimony, and I think you will find the 
questions and answers, back and forth, between myself and the com- 
mittee, invariably connected to counseling on a local level. The com- 
mittee associated it with the financial institutions that were to be 
developed. It establishes the research that was to be done in relation 
to day-to-day problems arising in small business. 

I was later appointed on the Advisory Council of the SBA, which 
I assumed meant that my testimony had some relation tothe legis- 
jation. I was rather surprised and I was rather disappointed to find 
that their interpretation of counseling meant only in Washington 
and not at the local level. To find that the research they meant was 
broad basic research to be reduced to pamphlet form and distributed. 

The truth of the matter is that was what I testified against, not in 
behalf of. I was pleading for a local-level establishment of finance 
corporations with capital from the States being put into them, and 
the SBA gradually developing more and more into a supervisory 
agency somewhat on the order of the Comptroller of the Currency, 
and that these activities would be carried on at the local level, financed 
as much as possible at the local level, as little as possible by the Federal 
Government. 

The tie-in of section 602 of the Small Business Investment Act was 
in order to strengthen the overall legislation. 

I would not have you believe for one moment that I do not place 
great value on basic long-term research. As chairman of the board of 
the University of Arkansas, I believe we have appropriated more 
money and we expanded the basic research more than any other 
per iod in the history of the university. I think I played some part 
in that, so I have a tremendous appreciation of basic research. 

Senator Futsrient. Mr. Chairman, I wonder if Mr. Thomas would 
let me interrupt there, because I did participate in those hearings, and 
I think there is no question but section 602 was put into this bill as a 
result of Mr. Thomas’ testimony as he stated it. 

In other words, if he had not made that suggestion or statement, I 
do not think there would be any section 602. As a matter of legislative 
history, that is quite clear from the record. 

Mr. Tuom: as. It was Senator Fulbright who, after I made the de- 
tailed explanation of how it would be applied locally and all and 
why we were not able to use the research pamphlets that SBA has 
done an excellent job already of preparing—they have some excellent 
ones, and private business has a tremendous number of them—asked 
the question of me, “You mean the timing of it? Applied at the right 
moment and the right position?” 

Of course, my answer was, “Yes.” 

I think that gives ev idence that certainly my testimony was speak- 
ing of section 602 to be related to the whole legislation, to play some 
part in the sound development of these investment corporations, to 
play some part in the local day-to-day problems of small business, and 
to be applied at the local level. 

In trying to make a further application of what I made in 1957, I 
would like to go a little bit more into detail. 

You all will recall that the land- grant colleges did basic research 
long before the extension service and the county agent were established. 
When it was first talked about, the principle of agricultural extension 
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service and the county agent, there were many people who objected. 
There were many people on research staffs who thought that this 
was a foolish procedure to disseminate research and make an applica- 
tion for it. 

The thought of a man who was himself not a research man and 
not a farmer being the catalyst between the two was not wholly 
acceptable as an idea. 

But the legislation was passed, and the county agents were ap- 
pointed, and they slowly and carefully gained the confidence of the 
farmer. He let the farmer know he had his sympathy. He let the 
farmer know he understood his problem but that he was also a man 
who knew something about the farmer’s research. 

After gaining his confidence, the county agent was finally able to 
say “What would you think of a soil test on one of your fields that is 
not producing much ¢” 

Some of the farmers agreed and some did not, and the test was made. 
The county agent would go to the local bank and say, “Would you be 
willing to make some loans to some of our farmers 1f we could apply 
some of this research? It could accomplish a great deal for the 
community.” 

Some of the banks said “No,” and some of the banks said “Yes.” 
So he was able to go back to the farmer and say, “If you will spend 2 
dollars, we can borrow it at the bank. If you have a bad crop this 
year, you can pay it back next year if you cannot pay it back this year. 
And maybe we can get improved production.” 

Then the same thing applied regardless the selection of cattle by 
scientific test. 

But it was not the direct relation of the research to the farmer. 
It was the county agent bringing the two together. 

The result is today we have a headache of surpluses. But certainly 
that is a better headache than a headache of poverty and want. 

Many areas of the world have not found the answer to the county 
agent, even though they may have terrifically valuable land and even 
though the research is available. You could translate our basic ag- 
ricultural research into any language, and much of it could be ap- 
plied, but they simply do not have the means of bringing the two 
together. 

So my whole concept of this matter of counseling and research was 
in order that we could bring the fine job which has already been done 
in basic research in small business and will continue to be done in 
small business to them. 

I wrote just one private concern and asked them to send me their 
material of research on small business, and I have it here. If small 
business did not do much more than learn what is in one private com- 
pany’s library for small business, it would almost be in a position to 
run its business without this legislation we are talking about. 

When you consider private business all over the United States is 
doing research in behalf of small business and all of our universities 
and colleges 

Senator Futsricut. What company do you have in mind ? 

Mr. Tuomas. That is the Cities Service Co., who have a department 
of education for small business. 
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ee In addition to their own publications, they have a listing of a library 

rey for small business which calls attention to many governmental docu- 
ments that could be used. 

aia ll General Motors and most of the big companies have departments 

olly of research for small business. 

I am in favor of that. I am in favor of the continuation of our 
ap- programs in universities. But I say, in this legislation, what we need 
he and what we are seeking is, on the local lev el, speaking the language 
the | of the small businessman, how to apply this research to his problems 

man | ®Sthey arise and as he needs help. 

The first help he always thinks he wants is money, and, as someone 
sey has expressed, when you get him money, then you have got a captive 
atis | ®udience for your research. He is openminded then. He is susceptible 
: of being talked to regarding something that would i improve his busi- 
alia ness other than money. , 

a he I would like to give you an illustration that we had in Arkansas 
pply which demonstrates my conception of the use of counseling and re- 
ag! search and finance all together on the local level. 

The first application we had at our finance corporation was from 
Yes.” Waldron, Ark., wanting to borrow $130,000, being two-thirds of the 
nd a cost of a poultry -processing plant they w anted to build. 
this They brought the applic: ition to us with just about the ordinary 
year. amount of detailed information they take to a banker, and our finance 
. corporation has an executive committee of six people, four of them 
le by the presidents of our four largest banks in Arkansas. When they 

’ looked at the application they were unanimous in turning it down. 
erie They said, “We have heard a lot of bad things that can happen to a 
| poultry- -processing plant. That is a small tow n. We do not know 
tainly much about the man they say is going to run it.” It was rejected. 

Having been interested in this legislation and bestia been interested 
ounty in the application of this principle I am talking about, I said, “Would 
1 even you all give me an opportunity to re-present the application ?” They 
‘ic ag- said, “Ye es.’ a 
be ap- ' We called in the Univ eee of Arkansas research staff to take the 
‘e two | research they already had in the field of poultry but to make additional 

immediate study regarding that particular area. 
sh was | We have a volunteer management staff in Arkansas composed of 
n done | topflight young executives. One of them is a president of a bank. 


one iD One of them is a president of a small railroad. One of them is a cost 
| accountant with a garment factory. 


etheir |, 1 think, Senator Proxmire, you have a similar committee in Wiscon- 


Fsmall | Sin, of volunteer counselors : appointed by your Governor. 

fe com- We called upon these men to make an investigation of the man who 

‘tion to was going to manage it, his financial background, his management 
ability, his experience, and anything else they could present “to the 

tates is finance corporation that would have a right to be in an application 

ersities for money. 


We called upon the State industrial commission to make an investi- 
» gation of the asa availability and a number of things of that kind 

urtment | they are familiar with. 
Within about 2 weeks’ time, we brought together in person before 
the executive committee of the finance corporation the research staff 
of the university, the volunteer management committee, and the indus- 
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trial commission. When the university got through giving its report 
on poultry in Arkansas, in that area in particular, and when the 
volunteer committee got through giving the background of this man, 
he turned out to be one of the top poultry men in the State. He was 
just not known—not known in the financial market. ‘They were 
unanimous, then, in approving the loan. 

Now, I am saying that is “what our small business needs. That 
man will become a convert on basic research when he sees it. function- 
ing in his behalf. I don’t think pamphlets mailed to the — of 
Waldron, I don’t think pamphlets mailed to the bankers, I don’t 
think pamphlets mailed to the man wanting to borrow money would 
have had one iota of effect on the case. I think it would have been 
turned down. 

So I am pleading now, and I think what I am talking about would 
be just as much of interest to the SBA as it would be to Arkansas. 
I am not exactly saying I think every State should have identically 
the same setup. I am saying this isan experiment. This is almost the 
same as being in the days when the first county agent was appointed. 

Iam saying I would like a flexibility that would give the States, give 
the finance corporations, give the universities, an opportunity to exer- 
cise their ingenuity. 

It may not seem an ingenious idea today to think of the county 
agent, but it was an ingenious idea when it first started, and I would 
like every State to have the opportunity to exercise all the imagina- 
tion, all the ingenuity to say, “How can we apply, how can we get 
sound basic research? How can we counsel with small business and 
get them to utilize what is being done in their behalf?” 

So that constitutes my plea for an interpretation on the part of the 
Congress that all of us may understand what your intentions were in 
the acceptance of this legislation. 

How can we establish a program that can have continuity? How 

can we establish one, while it is experimental and while it is imagina- 
tive, that will have an opportunity to evolve into a pattern that can 
be continuing and productive ? 

I would challenge most any research man to sit here this morning 
and name 150 subjects of which small business needs basic research, 
that has not already been done or is in the mill. That would be 3 
years of this program if no State took on more than one subject. 

So I think this constitutes an opportunity for the Small Business 
Administration to become a greater factor in our banking system. 
I think it becomes a factor in establishing a program that can evolve 
into something highly beneficial. 

I think that our poorer States need it. We do not need a county 
agent for small business in every county. Certainly it would not hurt 
if we had one in our States that have had very little experience in 
the development and expansion of our small businesses. 

This constitutes the first finance corporation that Arkansas has 
ever had that had any source of capital for small business for the long 
term, and it is now welcomed by our bankers. It is now welcomed by 
the business interests of our State. 

I have one further suggestion I think is quite important. I would 
like to suggest that your committee consider one amendment. to the 

act. 
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I assume, in order to keep the cost no more than $40,000 per year, 
only one grant can be made to one State, to one grantee. We have run 
into this situation in n sarly all of the States: There is more than one 
interested agency. There is more than one agency which would like 
to be a participant in this program. There is more than one agency 
that can make a contribution to this program. Therefore, I think 
permissive legislation should be enacted giving the States an oppor- 
tunity to set up their own program which would include more of 
their agencies. Having the request for the grant come from them 
would eliminate confusion and would eliminate much criticism. 

You are in the position that you can now have three applications 
from a State and one of them may be for $10,000 that can be badly 
needed, maybe the best of the whole bunch, and you may have an- 
other one that has less, and another one. If you accept one for $40,000 
you have eliminated this good one entirely. If your accept the $10,- 
000, even though $40,000 was available, you have eliminated the other 
$30,000 for the balance of the agencies. 

I think as a clarification, as an improvement in it, there should be 
an amendment giving that privilege. 

That does not add any new agencies. You confine it to the pres- 
ently eligible agencies in order that they might combine their re- 
sources and they might combine their contributions. They might 
have a full understanding of what they are doing. I think it would 
add a tremendous strength to the States’ interest rather than creat- 
ing conflict. 

Gentlemen, that constitutes my testimony. I still have great faith 
that small businesses of America, if approached in the right manner 
and in the right idea, can improve their economy and the part they 
are playing in the development of our banking system in the U nited 
States. 

Senator Proxmire. Thank you very much, Mr. Thomas. 

Senator Fulbright ? 

Senator Futsricur. With regard to the last point, Mr. Thomas, 
just one or two questions. 

You do not contemplate making any additional agencies eligible 
that are not now eligible under the law ? 

Mr. Tuomas. No. 

Senator Futsrient. All you are asking or suggesting is they en- 
able those that are now eligible to combine their forces to form a kind 
of a partnership or corporation and be the applicant, and then they 
would cooperate among themselves ? 

Mr. Tuomas. That is right. 

Senator Futsricur. That is not a very radical change in the law. 

Mr. Tuomas. Just take the illustration which I gave about the 
loan we made. All of these people participated in that. So why 
should they not all have the privilege of sitting around the table to 
work out the program that is presented to SBA for approval ? 

Senator Futsrient. Yes. 

Now, just a couple of other questions. 

What you are suggesting with regard to section 602 is not a change 
in basic law but interpreting it in the manner and with the meaning 


you believed it to have and that I believed it to have at the time we 
passed it? Is that right ? 
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Mr. Tuomas. That is right. 
[ am merely saying there is a difference of opinion in interpreta- 
tion of the law. Iam at one end and SBA is at the other end. They 
are interpreting counseling to mean only at Washington. I am in- 
terpreting it to mean at the local level. 

I am classifying what the county agent did for the farmer as coun- 
seling. I think that counseling is a major factor in reaching the mind 
of the small-business man. 

I am interpreting research to mean the application of research on 
the spot with the problem that exists when it arises. I think what I 
am talking about could be less expensive than the other; because let me 
tell you the Government was repaid in what I am talking about. These 
are volunteer businessmen. There would be no charge for their ability, 
their experience and their services. Out of this grant you would only 
pay their out-of-pocket expense in going into the problem and solving 
it. You would refund the University of Arkansas its research work 
done on that specific problem. 

Senator Futsricutr. The words in the law are as follows: 

Counseling concerning the managing, financing, and operation of small-business 
enterprises and technical and statistical information necessary thereto in order 
to carry out the purposes of section 8(b) (1), by coordinating such information 
and existing facilities within the State and making such information available 
to State and local agencies. 

You believe that to mean they have authority, and it was your inten- 
tion in proposing this law to engage in the kind of counseling you have 
described? Is that correct? 

Mr. Tuomas. Yes. 

Senator Fu.sricut. I think that is correct. 

There is one last observation that you should make, I think, because 
I anticipate one of the objections to this is it might not be administra- 
tively feasible, it would be difficult to supervise. 

Could you say a word about it, as to the feasibility, the practicality 
of its administration ? 

Mr. Tuomas. Well, of course, I think that is what a supervisory 
administration is for—to find the answers of supervision. It is incon- 
ceivable to me that supervising one agency could be anything com- 
parable to the problem of supervising 75 county agents in a county. 

To me it comes down practically simple. I contemplate just as little 
as possible being done out of Washington, that they would be a super- 
visor. They have examinations requiring that this group submit to 
them immediately after these things are done—the details, who was 
employed, what it was spent for. Certainly SBA should have the 
authority to hold up further contributions toward it if it is not being 
carried on an actual basis. 

So I think any new thing you attempt has administrative problems. 
I do not question that. I do not believe it is impossible. I do not 
believe it is as hard as many other problems you have solved out of 
supervising agencies in Washington. 

[ think there is this basic difference in mine and SBA: I think 
since its inception they think in terms of centralized activity. I am 
not here to criticize that or say it is what you want or do not want. 
My thinking runs toward local activity with Washington supervision, 
with Washington examinations, with Washington directives to keep 
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it on a sound plane rather than the detailed handling of its administra- 
tion. I think it is possible. 

There is one other thing. SBA has said to me they do not consider 
this section 602 has any relation to the financial institutions and the 
loans. Certainly that is contrary to my testimony. I cannot speak 
for the committee’s final thinking in adopting it, but every word, every 
statement I made was that the whole legislation go along together. 

I even said it would not be out of order if you were going to set up 
these to require them to find the right answer, have the local agency 
handle it on the local level and present the acceptable plan to SBA. 

So I related it to the financial institutions. I wanted it to be 
independent. I did not want the financial institutions to be dominat- 
ing it. 

But I definitely think there must be a relation or you fail to get a 
captive audience which you get when people apply for money. 

Senator Futsricut. Thank you very much, Mr. Chairman. 

Senator Proxmire. I have a couple of questions, Mr. Thomas. 

Compare this to the county agents’ program. I think it is very in- 
teresting and perhaps a helpful comparison. What is the difference 
in appropriation which the Federal Government makes or that is 
made available for the county agents’ program as compared with this 
program? Isthere not a tremendous difference ? 

Mr. Tuomas. I do not know. I am sure it is much greater in the 
agricultural appropriation but I do not know. 

Senator Proxmire. Greater to an extent that makes it an interesting 
comparison, but we recognize in a State such as mine or Arkansas, 
that far, far more money is spent on the county agents’ program than 
contemplated here. 

Mr. Tuomas. Oh, yes. 

Senator Proxmire. Have you had an opportunity to have this view- 
point expressed? Do you have any advisory relationship to the SBA ? 
Have you been called on for your notions as to how this program is 
being administered? Have you had any voice in it? 

Mr. Tuomas. I have offered them. I do not believe they have been 
well received. I do not say that disparagingly. I say that my ideas 
have been contrary to SBA’s. 

I differed with Dr. White at great length on his definition of the 

word “counseling” and requiring it be done in Washington. 
_ Senator Proxmrre. In arriving at the position the SBA has taken 
in interpreting the law, this was not a decision of a single person in 
Washington; was it? Was this not arrived at on the basis of recom- 
mendation by a group of competent people such as you and were you 
not one of the people who took part in this? 

Mr. THomas. We were not called upon—the advisory committee 
was not called upon—to interpret the law or to build definitions or to 
offer new and varied approaches. We were called upon to consider 
the grants as applied for by the various States. 

I would have welcomed, and I think it would have had a logical 
place maybe, if we had discussed all kinds of possibilities, all kinds 
of approaches. I belong among those who would like to encourage 
your various States to furnish us with varying ideas of finding the 
answer of applying basic research to the small businessman. 

Senator Proxmme. I see. 
















































414 SMALL BUSINESS AMENDMENTS OF 1959 







I would like to conclude by saying I think you have made a very, 
very excellent and persuasive presentation, but I am impressed, No. 1, 
by the fact that the law as I read it says “studies, research, and coun- 
seling concerning the managing, financing, and operations of the 
small business enterprises.” It provides only $40,000 for studies, re- 
search, and counseling. $40,000 in either one of our States, or the 
typical American State, is very, very little money. If we were going 
to engage in specific help to small business, there would be so few 
directly assisted that maybe the generality of small business would 
not benefit as much as they would by a general program, although 
I can see, by example, it might be of very great benefit. 

Mr. Tuomas. Let’s take that point. I appreciate your bringing 
it up. 

We contemplate all agencies contributing to this. This is not just 
$40,000 if you will combine your agencies. We contemplate this 
young business group. Their time is donated free. Our industrial 
commission has already received its budget. We contemplate calling 
on its men to make contributions without cost to the Government or 
without the use of the $40,000. 

We plan on pooling their resources and paying the man who directs 
this program. 

All that comes out of the $40,000 is when we pay the university to 
do a specific job. We pay out-of-pocket expense in dealing with 
these. 

Therefore, I think, even though it is a small amount, it could reach 
quite a number. 

Senator Proxmire. Thank you very much, Mr. Thomas. We ap- 
preciate this a great deal. 

(The prepared statement of Mr. Thomas follows :) 


STATEMENT OF HERBERT L. THOMAS, CHAIRMAN OF THE BOARD, FIRST ARKANSAS 
DEVELOPMENT FINANCE CorpP., LITTLE Rock, ARK. 


Mr. Chairman and gentlement of the Senate committee, on Wednesday, June 
5, 1957, I was privileged to testify before this committee concerning legislation 
then being considered for the strengthening and development of small business. 

I was highly pleased with the final draft and passage of the Small Business 
Act following the hearing. I believe we have made a good beginning in the 
right direction, and I am pleased—for the most part—with progress which has 
been made, and I am optimistic as to the future. 

I strongly urge continuance of this program under the guidance of the Small 
Business Administration. 

I am here today to emphasize anew the needs of small business, to review 
with you the policies now guiding the administration of the Small Business Act, 
and to recommend a modification of certain of its provisions to make sure 
that the original intent of the Congress is followed in all phases of the act’s 
administration. 

I do not know, nor does it really matter, what influence my testimony of 2 
years ago had on the actual form of the legislation as finally adopted. It was 
interesting and very pleasing to me, however, that none of the legislation 
adopted appeared to be in conflict with any of my testimony. It is further 
interesting to me—and I feel it is worthy of recall in my testimony today— 
that I was the only witness to testify in behalf of legislation providing for a 
specific appropriation to supplement the efforts of the various States, through 
development corporations or other appropriate agencies, in programs of counsel- 
ing and research designed to strengthen and develop small businesses. 

I should like to review today certain portions of my testimony given before 
this committee on June 5, 1957, for I believe the comments are pertinent to 
our consideration of the matter today. 
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Kor clarity I shall distinguish between my oral testimony and my formal 
statement which I presented to the committee. Both are contained in the 
official record entitled “Hearings Before a Subcommittee of the Committee on 
Banking and Currency, U.S. Senate 85th Congress, June 3, 4, 5, 6, 10, 11, 13, 18, 
and 20, 1957.” There is no conflict between the two forms of testimony, but 
in my oral testimony I answered specific questions raised by various Senators, 
and they in turn commented upon some of the views which I expressed in my 
testimony. I feel that these questions and comments clearly reflect the think- 
ing and intent of the members of this committee in the drafting of this legisla- 
tion 2 years ago. 

In my testimony, both written and oral, I praised the purpose of SBA. I 
urged its continuance. I recommended that new legislation, including the cur- 
rent appropriation for counseling and research, be handled through this exist- 
ing agency rather than through any new agency that might be created for 
that purpose. 

I urged the Federal Government, by means of this legislation, to give en- 
couragement, furnish guidance, set the standards, and furnish a part—but only 
a part—of the credit for the local development corporations within the various 
States. These corporations, with their own money at stake, were to handle 
the loans made to small business and industrial concerns, and thus gradually 
build investment houses that could and would be a source of equity capital 
and long-term loans for the small business enterprises. 

All this you provided for—by intent—in the Small Business Act of 1958. 

If the SBA would properly nurture, guide, and encourage the various State 
development corporations, if it would do as good a job of examining and cor- 
recting as has been done and is being done by many other Government agencies, 
then I feel we would be well along the road toward the development of sub- 
stantial help and encouragement for small business. I believe the SBA is the 
logical agency to guide this program to an ultimate success. I have faith it will 
ably meet this opportunity and this challenge. The one feature of the legis- 
lation for which I have fear and doubt is the wise use of the $40,000 annual grant 
provided for each State which applies for and is approved for assistance. 

I seriously question whether or not SBA understands the intent of the Con- 
gress. Mine was the only testimony before the Senate committee concerning 
this provision of the legislation, and if my testimony was given any weight in 
the phrasing of section 602 of the act, or if the committee agreed with my view- 
point, then the SBA is not aware of the intent of the Congress. This is evidenced 
by the SBA’s construction and application of this particular section of the act. 

If the $40,000 annual grant to each of the States is made for a vigorous and 
imaginatively applied experiment, and if a single State can find—as a result of 
this effort—a better solution to the problems of our small-business economy— 
if it will contribute to the successful operation of the development corporations, 
then the $2 million per year is a small national contribution indeed to a sizable 
segment of our economy. But if the grant is not applied with imagination, with 
flexibility, and in response to immediate and practical needs, then it becomes 
merely another $2 million item in our national budget. If that happens, then 
to me it becomes a large amount—a wasteful, extravagant expenditure that 
ought to be stopped. 

Our State development corporations should in my opinion be so guided and 
advised by SBA, and the $40,000 grant so spent, as to give them an acceptable 
status in our banking system. 

From my prepared testimony of June 5, 1957, I quote: 

“There is one further step in which I am extremely interested and which I' 
think should be made a part of such an organization. 

“Our small-business enterprises are in the same position regarding technical 
assistance, or specialized know-how, as they are regarding long-term loans. 
Big business has mastered know-how and can afferd specialists in any or all 
fields. Technical assistance is also readily available to agriculture. In prac- 
tically every discussion I hear of foreign aid, I hear of the need and desirability 
of technical assistance. All of this I am in accord with. But surely if our small 
businesses are in a state of neglect, despair, and weakness, and if we consider 
Setting up financial assistance on a long-range basis, let us by all means consider 
making available technical assistance. 

“T should like to see a program of technical assistance put on as practical a 
basis as that which I am asking you to consider for financial assistance. I 
should like to see you consider favorably legislation which would authorize the 
following procedure : 
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“In whatever States these financial institutions are set up, and wherever the 
Federal Government participates by buying bonds or by any other means or 
manner of financial help, an annual appropriation of $50,000 would be made to 
match a minimum appropriation by the State concerned, or by that State’s uni- 
versity, to support the development and maintenance of a technical staff in the 
fields of finance, production, and marketing, and that this staff be responsible to 
the university of the State and to the financial institution of the State. If the 
responsibility and direction of this staff are not placed locally, close to the area 
which it serves, then, in my opinion, it would evolve into a cumbersome, mis- 
directed staff from which there could come some good, but certainly not in 
proportion to the benefits which would be possible with its operation under the 
direction and control of the State university and the financial institution. 

“Again let me illustrate: If our Arkansas corporation has $1 million in 
equity capital and if the people of our State have $5 million of its interest- 
bearing bonds, we would like for some agency of the Federal Government to 
consider the purchase of $5 million of these interest-bearing bonds to match the 
$5 million worth owned by our own people, all bonds bearing the same rate of 
interest. The chances are, that over the years, these bonds would average 4 
percent. If that is a reasonable assumption, then I percent of the interest on 
these bonds would approximate $50,000, the amount I am recommending be ap- 
propriated for technical assistance. This would leave a net rate of interest to 
the Government which would compare favorably with the income from other 
Treasury bonds. So, once the financial corporation was operating, it would 
create a source of net income to the Government over and above the outlay for 
technical assistance. 

“Let us note the procedure in a hypothetical case: Suppose a small business 
should apply to the State’s financial institution for a lean. The management 
of the financial institution would study the setup of the small business, and 
should it give evidence of weakness in its financial structure, or perhaps its pro- 
duction or marketing, or any other phase of operations, the financial institution 
would then recommend technical advice and counsel through the university’s 
technical-assistance staff. The technical-assistance staff would then be obligated 
to serve this small business with reports of factual matter, counsel, and advice. 
Reports on the technical aid given could be furnished to the proper Government 
agency through both the financial institution and the university. 

“I think the Government would be justified in withholding technical aid in any 
State in which evidence of a satisfactory solution was not furnished by the 
financial institution. The principle of technical aid on a cooperative basis, with 
both the Federal Government and the State government participating, is not an 
untried one. For more than 40 years the farmers of America have received tech- 
nical assistance through the agricultural extension services, which constitute a 
part of our land-grant college system.” 

You can see from this statement that the research and counseling grant was to 
have a direct relation to, yet technically independent of, the financing program. 
It gave recognition to the fact that the best way and the best time to educate 
a small business is when it is in need of and is asking for a loan. 

I now quote from the oral testimony given on June 5, 1957: 

“Mr. THomas. I think that you need it (and I refer at this point to the 
technical assistance program which I envisioned as growing out of the annual 
grants to the State), independent from the financial structure. That would con- 
stitute an independent one, and yet one that is intensely interested in the eco- 
nomic development of the area. I would require that the financial institution 
file reports with the Government on it, as well as the university. In that way 
you have it both from a theoretical standpoint and from a practical standpoint. 
That would be my conception of your approach to your technical aid as related 
to your financial institutions. 

“Senator FuLsricHt. Mr. Thomas, as you visualize the provision for technical 
aid, it would be a part of the authorization, we will say, to the SBA to participate 
in this activity? 

“Mr. THomas. Yes; I think so. I think you would have advantages in tying it 
in with the participation of the Government in these financial corporations. 

“Mr. VENNER. Senator, to help him a little bit on the manufacturing end of it, 
as you increase your work force the first thing you run into is unions, and when 
you have that their demands can very well run your present operation out of 
business or out of competition, unless you can get technical aid to somehow 

reduce the man-hours per unit that you produce. That was our problem. We 
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had to go out, and did, hire at a substantial figure a technical man who was 
specially trained in incentive systems. We were able to use a base rate which is 
comparatively low, yet our average wage per hour is substantially high. The 
cost is no higher per unit in that instance, but the demand has been met from 
a union standpoint. On the other hand, you need mechanical engineers to tell 
this particular business: ‘Well, this is the kind of machine or equipment that 
you need in the manufacture of this product.’ And then you can go on to other 
specialists. 

“Mr. THomas. If it is related to the actual relationship between the financial 
structure and the business, there is more incentive for the business to act upon 
it. If you take the technical aid that you have at Washington—and I have 
respect for it—there is nothing putting pressure, there is nothing putting neces- 
sity for immediate action upon the small businessman to use it, and it just grows 


dusty on the shelf. But if you apply it to the man who desires to expand and 
borrow money 


“Senator FULBRIGHT. Timing is important. 

“Mr. THomas. That is right; the timing and the application to a specific want 
of a small businessman. 

“Senator FuLBRicHT. They do not go out and seek just improvement as such. 
They do it in connection with a particular problem. 

“Mr. THoMas. That is right. You do not go out and have roundtable discus- 
sions, which have value, and I am not critical of them, but it is not the educa- 
tional program that the small businessman needs. He needs it specifically and 
at a time and on a subject that is effective. 

“Senator FULBRIGHT. I think there is a great deal of merit in that, and I think 
the idea of using the existing organization, the SBA, for this purpose appeals 
to me very much. I think you could see that the Senator from Connecticut and 
others who were here think it has a great deal of appeal because of its 
simplicity.” 

Do not these comments, on the part of both the one doing the testifying and 
the men who had the responsibility of drafting the legislation, not clearly indi- 
cate that the intent, in reference to the word research, was something different 
from the broad, or basic, research interpretation which has since been given to 
the testimony ? 

In my testimony today I shall continue to use the word “research,” in refer- 
ence to the local situation involved. I mean, by my use of the word, an action 
of applied research—or study, if you prefer that terminology—as related to an 
immediate and practical problem. To me, broad or basic research has a different 
connotation. The two terms are not synonymous. 

The legislation was passed, with section 602(d) reading as follows: 

“The Administration also is empowered to make grants to any State govern- 
ment, or any agency thereof, State-chartered development credit or finance 
corporations, land-grant colleges and universities, and colleges and schools of 
business, engineering, commerce, or agriculture for studies, research, and coun- 
seling concerning the managing, financing, and operation of small-business enter- 
prises and technical and statistical information necessary thereto in order to 
carry out the purposes of section 8(b) (1) by coordinating such information and 
existing information facilities within the State and by making such information 
available to State and local agencies. Only one such grant shall be made within 
any one State in any one year, and no such grant shall exceed an aggregate 
amount of $40,000. Such grants shall be made from the fund established in the 
Treasury by section 602(b) of the Small Business Investment Act of 1958.” 

On February 16, 1959, I was asked to serve on a panel of “approximately 15 
leading men in a variety of business positions” as a member of the Management 
Research Advisory Council to SBA regarding the use of the $40,000 annual grant 
for counseling and research. 

Frankly, I assumed that my testimony and viewpoint had been of some value 
in formulating the legislation, and I was pleased that I might have an oppor- 
tunity to participate in shaping this experiment. 

Dr. Wilford White, Director, Office of Management and Research Assistance, 
SBA, made a trip to Arkansas, and together with representatives of our State 
development commission, our State university, our finance corporation and our 
State chamber of Commerce, we explained to Dr. White in detail our concept 
of the proposed use of the counseling and research assistance. He expressed 
sympathy, and agreed to let us know if our concept could be approved by the 
Administrator and the legal staff. He did urge that in view of the short time 
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before the scheduled approval of the first grants that we support his proposal 
that the first grants go mostly to the universities to do broad, long-term research 
on the problems of small business, and that the results then be reduced to 
pamphlet form. To this we agreed. 

I then attended the first called meeting of the Advisory Council on June 8, 
9, and 10, 1959, in Washington, to approve such grants and to discuss procedure 
for subsequent grants. 

The gist and tenor of the SBA’s position was that grants would continue to 
go to educational institutions for broad long-term research—to be reduced to 
pamphlet form and to be distributed through the SBA—and that counseling 
could only come through the Washington office, and not on a personal, localized 
basis. 

I asked Dr. White specifically whether he felt there was to be any relation 
between these Federal grants and the loans being made to small business by the 
State development corporations, and his answer was an unequivocal “No.” I 
pled before the group that the SBA make the grant approach more flexible— 
more of an experiment—that different States be permitted to use different 
approaches so long as they met standards that would insure sincere efforts and 
contribute to the sound operations of the development corporations in service to 
the small businessman. I received a negative answer. 

I would not have the gentlemen of this committee believe I do not respect 
research done on a broad basis. I would not have you believe that I do not 
respect the research staff of State universities. I was the chairman of the 
board of trustees of the University of Arkansas for several years. During 
that time more emphasis was put upon research and more money spent on its 
expansion than any previous period of the university. I believe I was a factor 
in that emphasis. 

But this was not conceived as a bill to help universities or research staffs to 
broaden existing programs of basis research, or to finance new programs of 
similar nature. It is a bill to help small business in a new and untried approach. 
In my opinion it constitutes an opportunity for the universities and research 
staffs to get closer to small business—to try a new technique, a technique in busi- 
ness that has already been proved successful in agriculture. The county agent 
goes direct to the farm. He views the soil, the machine, the man. While heisa 
part of the university, he reports to and must satisfy the farmer and the agencies 
that finance the farmer. 

I understand the natural reluctance of the SBA and of the universities, and 
their research staffs, to embark upon such an untried program in regard to the 
problems of small business. Changed approaches to a problem always mean a 
new way of thinking, new administrative procedure, and certain new risks. 
But new approaches to old problems are essential now and then to progress. 

Our land-grant colleges and universities carried on broad programs of basic 
research in agriculture for many years before establishment of the Agricultural 
Extension Service, but until the latter agency was established the results of the 
research programs simply did not filter down to the level of the man on the farm 
who was confronted, immediately and in a practical manner, by the problems 
which the research was designed to correct. 

Of course there was reluctance on the part of many educators and researchers 
to accept this new and practical way of coping with the agricultural problems 
of the average farmer, but no one would now question the great effectiveness of 
the Agricultural Extension Service across the years. 

I want to emphasize that the Agricultural Extension Service program has been 
conducted on the local level and in terms of the immediately practical while being 
financed in part through Federal funds and in part through State and local 
funds. 

So you see, gentlemen, what I was pleading for 2 years ago, and what T am 
pleading for today, is the application—with appropriate modifications—of an 
established and sound principle, proved by years of agricultural counseling, to 
another phase of our national economy. 

If all of our farmers were men thorofighly trained in the agricultural sciences 
there would be no need for the Agricultural Extension Service, at least as it 
presently operates. Such men would be capable of taking the reports of the 
agricultural experiment stations and applying them to their immediate and 
practical needs. 

If all of our leaders in small business were men trained in business admin- 
istration—being thoroughly grounded in economics, in management, in market- 
ing, in accounting, and in finance—there would be little need for the program 
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which I had in mind when I advocated an appropriation to the various States to 
make possible a program of technical assistance. 

Such men would be capable of taking the reports of existing research pro- 
grams, and of other programs such as those envisioned by Dr. White, and apply- 
ing them to their immediate and practical needs. 

But just as our farmers are not all trained in the agricultural sciences, neither 
are our leaders in small business all graduates of colleges of business adminis- 
tration, with thorough grounding in the various and complex business sciences. 

Lest you misunderstand my views in the light of my statements, I again em- 
phasize that I am not opposed to the broad programs of research which Govern- 
ment agencies and our State universities have sponsored in past years and 
which they are now sponsoring. I believe they are essential to our continued 
progress, and I shall support expansion of such programs in the light of apparent 
need whenever possible. But to become effective tools in our national economic 
efforts, the counseling and guidance based upon that research must be conducted 
on the local level in terms and in concepts that the average small business leader 
will understand. 

| also emphasize that I am not opposed to seminars for business leaders, in 
which business research is discussed in terms of business problems. We have 
had them for years, and I believe they have done great good. 
received great benefit from them, and I hope to attend others. 

But generally speaking, who comes to these seminars? You know. They are, 
generally, men of substantial business achievement, men who have had a sound 
background or business education, or men who have had long experience in 
business. Many of them are men who are emerging from the classification of 
“small business” leaders into leaders of fairly large business enterprises. They 
are men who can interpret the results of broad business research in terms of their 
own immediate and practical needs. 

But you do not find among them many leaders of the typically small business 
enterprises. And these latter men are the men who most need help on the 
immediate and practical level, and they are the men I had firmly in mind as I 
advocated the program of technical assistance when I testified here 2 years ago. 
They constitute the vast majority of our small business leadership. 

I should like to recite here a case history which shows how I would like to 
see this section applied to the State of Arkansas, and how we would like to 
administer and spend the $40,000 annual grant. 

We have a finance corporation in Arkansas which has an executive and loan 
committee of six men. Four of them are the heads of our four largest banks. 
Another is one of our most successful businessmen, being connected with several 
successful business enterprises. I am the sixth member. 

Our first application was for a loan of $130,000, being 6624 percent of the 
amount needed to build a poultry-processing plant in the town of Waldron. 
Ark. The information contained in the application was not detailed much 
beyond the information furnished a banker in an average request for a small 
loan, 

The bankers on the committee turned it down. They knew of some sad ex- 
periences in the poultry business. They didn’t think we should make loans to new 
businesses, but only for expansion of old. They didn’t know much about the man 
involved in its management and the town involved was rather small. But the 
payroll which would have been created was of major importance to Waldron. 

I asked for the privilege of applying the procedure I had in mind if the 
Congress passed the kind of bill I visualized the small business bill to be. We 
called upon the research staff of the University of Arkansas to do the research 
on poultry in Arkansas, and on the area of Waldron in particular. We called 
upon a volunteer committee of young executives, which included a bank presi- 
dent, a cost accountant in a dress factory, the president of a small railroad, an 
insurance executive, and a former member of the legislature, to make a research 
Study of the man applying for the loan, his qualifications, his background, his 
financial connections, and to ascertain any and all things that could be made 
a part of the loan agreement. We called upon the Arkansas Industrial Develop- 
ment Commission to check the town of Waldron as to labor availability and other 
factors vital to the development of the proposed project. 

The results were given in person, as well as in writing, at the meeting of the 
loan officers. The university research report was highly favorable. The man 
turned out to be one of the top poultrymen in the State: he was just not well 


— in the money market. Labor and other facilities in Waldron also were 
avorable. 
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With these reports at hand, we had an entirely different picture before us. Our 
vote was a unanimous “Yes.” We approved the loan. 

Had we had available for such purposes the grant of $40,000 we would have 
paid the out-of-pocket expense of the volunteer committee of executives, and we 
would have refunded the University of Arkansas the cost of its research work. 

This is what we in Arkansas call on-the-spot research and counseling. We 
believe it is the quickest, cheapest, and most direct way of opening the doors 
of research and assistance to small businesses. 

We do not believe that any form of research reduced to pamphlets and mailed 
to our banker, to the town of Waldron, or to the man seeking the loan could or 
would have solved this problem. 

I do not ask that this approach be made mandatory for all States wishing to 
participate in these grants. I do urge, however, that this procedure, and all 
others which have been found sound, be presented to the various States and to 
the development corporations within those States which have not yet formulated 
programs of assistance. I also urge that they in turn be requested to submit 
plans to SBA and to the advisory council which would express their own desires, 
and which would reach the problems of small business within their States. 

SBA’s answer to me is that if they don’t do all of the counseling out of 
Washington, and don’t do all the research threugh a regular pattern of broad 
subjects and put it in pamphlet form, the resulting program will be hard to 
handle, hard to control, hard to keep free of waste and politics. My answer, 
of course, is that prevention of such situations is a part of the reason why SBA, 
or any other regulatory body, was created. 

In my testimony today I should also like to make another recommendation. 
It is the result of a change of opinion which has come about since I was before 
this committee 2 years ago. 

I formerly believed that State universities, or development corporations, 
should constitute the only appropriate agencies authorized to apply for grants 
to States. It has been called to my attention, however, that this provision 
actually serves to deprive other eligible State agencies and educational insti- 
tutions of a voice in negotiations and planning, since only the grantees can 
negotiate, make interpretations, and consult with the SBA concerning use of the 
grants. 

I believe the objection to this restriction of procedure is a valid one. It is 
my recommendation, therefore, that the act be amended to permit each State, 
if it so desires, to set up an agency, composed of representatives of as many 
eligible State organizations or institutions as would like to participate, and 
that this composite group then become the agency permitted to apply for and 
receive Federal grants and to plan their use. 

This action would not create any new independent action agencies; it would 
merely broaden the base for study and planning within each of the participating 
States wishing to adopt this procedure. 

In view of the necessity of renewing this appropriation from year to year, 
and in view of the great need that exists today just as it did 2 years ago when 
I first testified before this committee, I urge that we unite in purpose, and that 
we put all of our strength and determination behind the development of these 
State development corporations, to the end that equity capital and long-term 
loans will be made available to small business enterprises in increasing amounts. 

And let us recognize, and make plain to all concerned, that the $40,000 grant, 
which is allocated to each State, is made available for the primary purpose 
of on-the-spot research and counseling in problems of small business. 

To me, these two activities must go forward hand in hand if this act is to 
accomplish the desired ends. 

If these development corporations are properly guided by SBA they will 
come to be recognized as a necessary part of our banking system, and SBA will 
develop a national status comparable to that of the Comptroller of the Currency. 

A sound growth of the development corporations, along with a down-to- 
earth, practical use of the $40,000 grant to each of the various States for on- 
the-spot research and counseling, will go a long way toward putting our small 
business economy on a sound footing, and it will help us to meet the valid 
assertion that “what small business needs along with money is management.” 

I sincerely appreciate the opportunity of appearing again before this com- 
mittee, and of expressing once more my concern for the welfare of our small 
business enterprises throughout the United States—and in Arkansas in particu- 
lar. 
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Senator Proxmire. Our next witness is Dr. W. Paul Brann, direc- 
tor, Mississippi Industrial Research Center. 

Dr. Brann. 

Once again we detained Mr. Thomas at some length I recognize. 
I do not want to impose on the other witnesses who in some cases have 
come some distance. So you proceed any way you wish recognizing 
we would appreciate as concise a statement as possible. 


STATEMENT OF W. PAUL BRANN, DIRECTOR, MISSISSIPPI 
INDUSTRIAL RESEARCH CENTER, JACKSON, MISS. 


Dr. Brann. Mr. Chairman, Senator Fulbright, Senator Muskie, I 
appreciate very much the opportunity to appear before you. I have 
a prepared statement which I will submit for the record. 

Senator Proxmire. Fine. Without objection, it will be included in 
the record at the end of your testimony. 

Dr. Brann. I would like to speak specifically, of course, about sec- 
tion 602 of the Small Business Investment Act of 1958, and I would 
like to urge you to reauthorize this, and for two reasons. 

First, I think by adding the research feature of this program you 
have given the country a good balanced approach to the problems of 
small business, and you have accepted the principle that finance is 
not always the only problem of small business; sometimes when he 
comes in for a loan he really should go back and work on inventory 
control, on accounting systems, on market sales programs, on various 
aspects of management problems. 

So you have meoraier an approach to this kind of need. 

The second reason why I urge you to reauthorize this is that you are 
building a framework for the first time—and the analogy has already 
been used—but here we are getting a relationship between Federal 
agencies and local research groups for business much as we have had 
in agriculture for a good many years. 

I think in the end, building this and urging the States to create 
this kind of an effective frame work may have just as much benefit 
as the research itself. 

So for these two reasons I urge you to reauthorize this program. 

While you are considering it, I think is the time for you to review 
and redefine the objectives you had in mind and to give SBA more 
precise guidelines as to the administration of this program. I would 
like to make one or two comments on this. 

First, as to the objectives. 

I think certainly the one thing this country does not need is 500 
more research pamphlets to go on shelves. This is not to say basic 
research or fundamental research is not important. But I think the 
kind of research we need at the moment is the kind that is specifically 
oriented to the decisionmaking problems of small businesses in in- 
dividual cases. 

I think SBA has recognized this in trying to approve an effective, 
useful research program, and I am sure this is what you had in mind. 

Then the next question is: What kind of a framework do we need 
in the local levels to assure us we are going to get this kind of research ? 

Here again I think we need flexibility. I do not think what would 
be applicable in one State might necessarily be applicable in all of 
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them. But on this point I want to tell you what we have in mind 
In our situation. 

First, we think there is some merit in relating the financial pro- 
gram of this Small Investment Act and the research program, and 
therefore we are setting up, modeling on the New England capital 
credit bank, a central finance institution for our State, and this would 
give us, from a research standpoint, a sort of a screening process, 

There may be a number of applications the financial people them- 
selves can sereen and say, “Out of 15 we have looked at this week 
perhaps there are only 3 that really need’ some attention from the 
research specialist.” 

This gives us a sort of captive audience. For the first time we can 
vork, we can see research placed into action, we can work directly 
with the real issues of business, the cases that need this kind of help. 

In building this local framework there ag several questions. One 

: Who is going to do it? Because of their background I would cer- 
t sialy say the universities and colleges should be given priority. 

But in some States where you have more than one university and 
college or where you have other agencies who obviously can make 
contributions to this program, perhaps some new kind of framework 
is desirable. 

But once this well-established framework is made in each of the 
States, I think with a minimum of administration from the standpoint 
of SBA, once they have established confidence we have good staff, 
we have good administr ation, I think then the very nature of the prob- 
lems of small business requires the people at the local level design the 
kinds of programs to meet the needs. 

This means that SBA should be given permission to approve an 
overall program of this type which is designed openly rather than 
having to approve project A, B, C, D, as the program now exists. 

Then I think SBA in the administration of this, aside from the 
setting of the polici ies to carry out the program locally, should also 
serve In a very Important coordinating role. 

I think you might find in many States—take for ex: umple the forest 
industry—you may have projects in research going on in C alifornia, 
in Maine, or in Georgia, which would have some common interest. 
SBA should be permitted to see that duplication is avoided, to help 
all of the States by bringing together research done on a particular 
business from many of the States into one more complete report which 
will be useful, not only to the agencies in the States where the research 
originated, but other States who become interested in this in the 
future. 

So for this function it seems to me that SBA should be given a 
separate research fund to do this kind of coordinating work, broaden 
research reports, and generally make the whole program more effective 
for local use. 

So, in summary, I would urge you to at least permit States who 
want to develop this kind of local ‘structure and work with the finan- 
cial agency and institution be permitted to do this, which means 
that SBA then should have the privilege of approving a total program 
in advance. 

I urge you also to permit SBA to have a special research fund to 
carry out’ this coordinating program and in some instances perhaps 
contract for or carry out, through its own staff, the research on these 
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more general problems of small business and leave to the States who 
want to do this the privilege of designing a local program to work 
upon case studies and help the businessman in need. 

We have certainly a great deal of precedent for this in Wise onsin, 
in the earlier work at the U niversity of Illinois, in other places, in 

California, which I think has given us enough basis to know that this 
kind of localized specific programing, working with the cases of small 
businesses, will work. 

I would like also to suggest to you, in much of the legislation which 
you propose you have a common denominator. I know recently you 
have talked about aid to distressed areas. You have area develop- 
ment, a well-established program in the Department of Commeree. 
You have a new rural development program in the Department of 
Agriculture. You have an industrial development program in the 
Bureau of Indian Affairs. All of these have one common denomina- 
tor: They are interested in providing technical assistance and research 
out in the local areas 

It seems to me if we can design a strong local framework in. this 
program for the country where the States themselves have organized 
to meet the research requirements, you not only would encourage the 
addition of programs at the State level but you would have a stream- 
lined agency if you can get some of your Washington agencies to- 
gether on this development problem that could work, it seems to me, 
to the advantage of both efficiency and effectiveness. 

So in building and encouraging through this research grant pro- 
gram the development of strong State groups that can work effectively 
with small business, I think in the end the creation of this kind of 
framework might be just as important a result in the country as the 
research that is proposed to be done under the framework. 

I appreciate very much the opportunity to make these comments. 

Senator Proxmire. Thank you very much. 

Senator Fulbright ? 

Senator Futsrienr. Well, just a word or two, Mr. Chairman. 

Mr. Brann is, of course, an academic man, and if I understand him 
he is not. disparaging basic research, he is saying that this particular 
agency and function here is rather applied research, it is finding ways 
and means to bring to the objection of our concern here—that is, small 
business—the existing knowledge. He does not mean basic research 
is not important, it is probably, if I understand him correctly, more 
appropriate for, we will say, such organizations as the Wharton 
School of Business or the school of business administration at some 
of the universities in the South. 

Is that correct, Mr. Brann ? 

Dr. Brann. Yes, Senator Fulbright. 

I would go so far as to say, w ith the development of the bureaus of 
business research programs in this country in the last 20 years I think 
a great deal of the kinds of basic, fundamental research for business 
is being accomplished under our own resources. 

Senator Futsrient. Yes. 

Dr. Brann. It seems to me the only justification we have really, in 
asking for Federal funds, is to help us build a framework that will 
move research a little closer to action. 
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Senator Futsricutr. If I understand it properly, you do not mean 
this $40,000 is to service every case in every State but that the States 
vary greatly, that there are some States which may have no need at all 
for this sort of thing ? 

Dr. Brann. That is right. 

Senator Futsricut. Just as I imagine the extension service, the 
county agent, was not a very great figure in Connecticut, not as he 
was in Alabama, Arkansas, and Mississippi, where we had the problem 
of changing from a one-crop cotton system to diversified forming. 

Dr. Brann. That is right. 

Senator Futsricut. I have been in Lancaster County, Pa., for ex- 
ample, and I doubt the county agent was nearly as important to those 
farmers as he was to the farmers in Mississippi County, Ark. 

So in this case what you are asking is not that every State must have 
this kind, but that it be permissive, and those States which are really 
underdeveloped with very few small businesses of experience and 
stature may be permitted to engage in this kind of counseling? Is 
that correct ? 

Dr. Brann. That is correct, Senator Fulbright. 

Senator Futsricut. It seems to me eminently proper, in a country 
as diverse as this is, a rigid pattern in which every State must be the 
same does not serve the purpose. 

I think the feeling of SBA is, in this great problem, with 50 States 
now, it was too difficult administratively to try and do this all over 
the country and it is much easier to follow this other pattern they have 
adopted. 

Is that your feeling ? 

Dr. Brann. I think the administrative problems could be recon- 
ciled. Perhaps one approach would be to permit a few States to do 
this as an experimental idea. 

Senator Futsricut. But what I mean is that is probably one of 
the motives which led the SBA, not that they completely disapprove 
of this. 

Dr. Brann. Oh, yes. 

Senator Futsricut. But one of the motives was the difficulty of 
administration which led them to restrict the meaning of “counseling.” 
Is that your feeling ? 

Dr. Brann. Yes, sir. 

Senator Futsricut. It was my feeling. I had some conferences 
with them, It is not that they disparaged completely the object we 
have in mind but that they had difficulty with it. 

Well, I appreciate your attitude. I think it is very sound. I ap- 
preciate your coming to give us your testimony. 

Thank you, Mr. Chairman. 

Senator Proxmire. Senator Muskie ? 

Senator Musxig. I am very interested in this discussion by you, 
Mr. Brann, and by Mr. Thomas, because this is the sort of a program 
that could have great meaning for a small State like Maine. 

But I am puzzled and disturbed a little bit by some of the practical 
applications of this idea. 

As a matter of fact, a couple of years ago we began talking in Maine 
about a program comparable to the agricultural extension program for 
just recreation business. I think perhaps I can suggest some of the 





nean 
tates | 
it all 


, the | 
as he 


blem 
o. 


yr ex- 
those 


, have 
really 
> and 
2? Is 


yuntry 
be the 


States 
1 over 
y have 


recon- 
stodo | 


one of 
pprove 





ulty of 
eling.” 


erences 
ject we 


I ap- 


by you, 
rogram 


practical | 
E 
n Maine 


rram for 
e of the 


SMALL BUSINESS AMENDMENTS OF 1959 425 


practical difficulties which confronted us if I refer briefly to my ex- 
periences as director of OPS in Maine. 

Here we had a problem of management education with respect to 
a very specific problem—price controls. We had a staff of upward 
of 60 people, and the program in those days was more a compliance 
one than an enforcement one, so it was an education program, and we 
found many different problems even within a given industry. 

For example, in the food dispensing industry, summer restaurants 
had a different problem than the year-around restaurants. Restau- 
rants had a different problem than sporting camps. American-plan 
hotels had a different problem than the European-plan hotels. 

So I am wondering how specific, how detailed a management educa- 
tion service, supported by a grant of $40,000 a year, matched by $40,- 
000 of State funds, can be. 

Have you had any kind of experience in this respect ? 

Dr. Brann. I think the approach there, Senator Muskie, is to 
not count on the $40,000 or a potential matching fund by the States— 
which I like, incidentally, because I think the States should share in 
the responsibility of this. But I think the useful objective of this 
$40,000 is to help us create this kind of framework. 

Then I think with the framework—for example, in my case—we 
would tie in not only management research but we would immediately 
be interested in management education, in management counseling. 

I represent a kind of coordinating research agency. I would draw 
back into my universities and colleges and State agencies, so that 
everyone who could make a contribution to this under their own re- 
sources, with the proper framework created with this help, could do so. 
I think we could see a much-broader activity developing. I think it 
would encourage our institutions and our agencies to put some of their. 
resources into this, because the channel we are talking about here I 
think is specific. It gives us an opportunity to see research translated 
into action very soon. 

Senator Muskie. Well, with what kind of management problems: 
could this kind of a program deal ? 

Dr. Brann. Well, I think this is developed as you deal with specific 
cases of small business which are coming in to the picture. 

Senator Musxiz. But you have got to staff this agency or staff this 
program. 

Dr. Brann. That is correct. 

Senator Muskie. You have got to select talent. 

Dr. Brann. That is correct. 

Senator Muskie. Before you select that talent, before you staff the 
agency, you have got to have some concept of the problems with which 
this agency must deal and counsel businessmen. Your staff is going 
to be limited with only $80,000. 

Dr. Brann. Yes. 

Here again we would want to draw back upon our university struc- 
ture. We would obviously be thinking of people in accounting, in 
marketing, in cost control, et cetera. These would be the kind of 
talents under this kind of a budget that you could not hire full time, 
but by having a framework established you could draw back upon the 


talents in your institutions, agencies, or other people who could par- 
ticipate. 
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Senator Muskie. Most of the talent then would be within the area 
of counseling small businesses in fiscal management and in cost ac- 
counting rather than people who have an intimate knowledge of a 
particular business, its prospects in the area, the trends in that busi- 
ness ¢ 

For example, if it were the recreation industry in Maine, you would 
not necessarily have people on the staff he would have a broad pic- 
ture of the recreation industry—what the trends are, what the con- 
sumer tastes are, what the changes are, that sort of thing ¢ 

Dr. Brann. That is very true, but two things might be done in that 
direction. One is similar to the program they have in Wisconsin 
where you draw upon the specific people from specific industries who 
might have specific knowledge. ‘These are panels. They could be 
businessmen. They can be university technicians. Teams could be put 
together to sit down with management of small business. 

Senator Muskie. This is management I am trying to get. I am 
basically very friendly to your attitude and to your opinion, Mr. 
Brann, and we have been working on it. In Maine we are using this 
$40,000 grant this year with matching State funds for a one-shot 
study of the recreation industry and its changing trends. We think 
it can be helpful in this respect. What has troubled us is how to 
develop a continuing program of management education which can 
really give practical advice in a specific industry to a fellow with 
a very specific problem. 

Dr. Brann. Yes. That is why I put so much emphasis upon using 
these funds to build the framework around which you can draw in 
other resources and other agencies. 

Senator Muskie. Thank you very much. 

Senator Proxmme. Before you go, I have a couple of brief com- 
ments or questions. 

In your statement, you suggest matching funds which you have re- 
ferred to in thise olloquy sever ral times. 

Dr. Brann. Yes. 

Senator Proxmire. I think it is most significant—as a director of 
industrial research coming from Mississippi, which is not the richest 
State in the Union, you suggest matching funds. 

Dr. Brann. That 1s correct, sir. 

Senator Proxmire. Have you talked to Governor Coleman or have 
you talked to any member of the legislature about this? Do you think 
they would be willing to go along with this kind of thing? 

Dr. Brann. We have an advisory committee, Senator Proxmire, 
and this is a good principle, we think, as a less developed State. We 
would be willing and anxious to do this. 

Senator Proxmire. I do not want to put any specific political figures 
on the spot, but you have talked to political officials who seem gen- 
erally to agree with the idea 

Dr. Brann. Yes. 

Senator Proxmire. Fine. I think it is most significant and en- 
couraging. 

Now, you said that you felt that the SBA might have the function 
of coordinating research so if you have the kind of research study of 
the recreation industry i in Maine that Senator Muskie talks about, it 
would not necessarily duplicate it precisely in Wisconsin. There 
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would be some understanding of it and some benefit of it by the other 
States—of this kind of study. 

Dr. Brann. Yes. 

Senator Proxmire. It would seem to me this is quite fundamental 
and elementary. Is this not done at all now? Does the SBA make 
no attempts to make these studies available? 

Dr. Brann. On the contrary, they do, very effectively. 

Senator Proxmme. What additional proposal are you making? 

Dr. Brann. I say it is my understanding they do not have at the 
moment at least. research funds that would | permit them to, say, take 
work done on recreation in Maine or work done in Florida or Cali- 
fornia, And maybe these three States are working on different aspects 
of their total recreational needs or problems. ‘By having research 
funds in SBA, then they could take the results of research being 
done in various States, put it together in a broader study which can 
be useful to Maine and Mississippi and other States. 

It is my understanding they do not have special funds for this kind 
of work. 

Senator Proxmire. If Maine wants to go ahead and do this, is there 
any advice from the SBA saying, “Now, a very similar study has been 
made in Florida? And you take a long at this first”? Is that done? 

Dr. Brann. Yes, this isdone. This, of course, is one of the effective 
roles that SBA can play in guiding the research development in these 
States. 

Senator Proxmire. Thank you very much, Dr. Brann. 

We appreciate it. 

(The prepared statement of Dr. Brann follows :) 





STATEMENT OF W. PAUL BRANN, DIRECTOR, MISSISSIPPI INDUSTRIAL RESEARCH 
CENTER, JACKSON, MIss. 


Mr. Chairman, I appreciate very much the opportunity to appear before this 
committee. My name is Paul Brann and I am director of Mississippi’s Indus- 
trial Research Center, a research organization which marshals the research 
resources and personnel of our universities and colleges and of our State agen- 
cies to focus upon the research needs of business and industrial development in 
our State. Before this, I was director of a similar program at the University of 
Arkansas. In fact, for the past 17 years through teaching, research, and research 
administration, it has been my opportunity to work closely with small businesses 
and to study and counsel on business management problems. Last year it was 
my privilege to serve on a national committee of university people to advise 
with SBA on these problems. 

Today, I would like to speak specifically about the SBA research grant pro- 
gram which you authorized in section 602 of the Small Business Investment Act 
of 1958, and which now must be reauthorized because of a recent action of the 
Congress in an appropriation bill, 

I urge you to reauthorize this program, and this is why: 

First, by including a program for research on the management problems of 
small business, along with your program for financial assistance, you have 
designed for the country a balanced approach which is needed to effectively 
meet the broad problems of small business. It simply means you recognize 
that finance is not always the only problem of small business. Certainly, from 
the testimony before this committee and from our experiences in working with 
small business, we would concur that oftentimes when the manager of a small 
company comes in to seek financial loans, what is really needed is for him 
to go back and work on such things as his inventory control, cost analysis, ac- 
counting systems, marketing or sales programs, or some other problem asso- 
ciated with the management function. He then becomes a better financial risk. 
In some instances it means that he stays in business. 
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Therefore, to help small business we need both a financing program and a 
research program as you originally provided. 

A second reason for reauthorizing the research program is this: You are 
providing for the first time a framework for a Federal-State relationship for 
research and extension with business, much like the one existing for many years 
in agriculture—a framework whereby much research material and know-how 
at the Federal agency level may be channeled into effective use by State research 
groups. In fact, building an apparatus for Federal-State cooperation on busi- 
ness and economic development research may in the long run be as significant 
a result from the program as the research itself. 

So, for these two reasons—to balance your financing program for small busi- 
ness with a research program for small business, and to establish an effective 
Federal-State framework to move research into action—I urge you to authorize 
again the SBA research grant program as originally provided in the Small Busi- 
ness Investment Act of 1958. 

At the moment we have had less than a year of experience with this program, 
SBA has just approved the first research grants. So while you are consider- 
ing reauthorizing the program, now is the time to review objectives and policy 
and to define guidelines for SBA administration. In this connection I would 
like to make a few suggestions. 

First, as to the objective. Certainly the research under this program must be 
of a useful type. The last thing this country needs is another 500 research 
pamphlets to go on shelves. This is not to say that basic research is unim- 
portant. It is important, but to be effective and to actually reach the man who 
needs help, the kind of research we need at the moment is the kind which is 
specifically oriented to decision-making problems of management in individual 
eases. SBA has recognized this and has emphasized research that can be ef- 
fectively used by managers of small business. And I am sure that this is what 
you had in mind. 

What kind of a framework is needed to assure us that we can accomplish this 
kind of research? At the national level of course, SBA must have flexibility in 
working with each State. What is effective for one State may not be applicable 
to another, or the degree of emphasis may be different. But in my State, for 
example, this is the kind of program I visualize. Whether or not you had this 
in mind, we think there is some merit in building in our State a framework of 
two related institutions—a new financial institution, modeled on the New England 
Capital Credit Bank, to handle your funds for small business, and a research 
institution which can work on management problems. 

From a research standpoint, we have always found it difficult to reach the 
Small businessman who needs help. But under this approach, we would actually 
have a captive audience, for the manager would be coming to the financial insti- 
tution for help and could be referred to the research agency. This would give 
us an opportunity to research on the real issues of business and see our work 
translated into action. 

Research on the broad problems of business management, as distinguished 
from ‘“‘case studies,” is equally essential in this country ; but this is being carried 
out to a large extent by established educational institutions and Federal and 
State agencies. The primary justification, it seems to me, in asking for Federal 
funds for research in the field, is to permit us to do something additional, some- 
thing pointed at special problem cases and to help us build a framework through 
which we can reach small business. While all States may not be interested in 
this type of approach, I would suggest that the legislation be drafted to permit 
States who are interested to develop in this direction. 

Furthermore, in building this framework, I think the States should share 
responsibility, and therefore, I would suggest a matching funds basis. In the 
initial years a $50,000 minimum per State would seem to me to be adequate— 
this, of course, to be matched by State funds. 

Then there is the question of how to determine who is to do the research in 
each of the States. Here again, flexibility will be needed, but basically 
because of their experience, I would recommend that priority be given to uni- 
versities and colleges. In States where you have only one university this would 
be easy. In other States where you have more than one, perhaps some kind 
of coordinated program is necessary. In Mississippi our research center can 
coordinate this program not only with the universities, but with other State and 
private agencies who could make a contribution. 
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The problem of working out a single research structure at the State level 
should be left to the State. SBA, of course, should approve the organization 
but SBA would not have to participate in determining who in each State is 
to be given their responsibility. 

Then once a single research framework is established in each of the States, 
it would be my recommendation that the research grants be made to this one 
agency year after year so that continuity in staff and program can be assured. 
This would mean that SBA should be given authority to approve an overall 
program in each State as well as approving specific projects. In fact, if we 
are to be permitted to research on specific business cases which come before the 
finance agency, then we cannot anticipate day-to-day needs which will arise. 
We can only keep SBA informed as research commitments are made. 

Furthermore, once a State framework is established, I can see it as an instru- 
ment to attract other programs—all aimed at assistance to small business. For 
example, in Mississippi, we would propose to include not only management re- 
search, but also management education and management counseling. Manage- 
ment education techniques of seminars, conferences, etc., could be organized 
around our research activities. In counseling work we would emphasize de- 
fining problems and providing some form of management audit services. We 
would not regard counseling as competing with professional consultants. By 
the use of teams of university technicians and/or specialized individuals from 
business, considerable advice and help could be given managers of small busi- 
nesses. In many instances, solutions to problems might be easy. In others, it 
would be necessary for the company to use consultants. So, you see why I 
place great emphasis upon building an effective framework in each of the States 
for it can have great influence upon small businesses beyond the research func- 
tion with which we are now concerned. 

Finally, I agree with SBA, that the administration of these State research 
programs by Federal agencies should be held to a minimum. Once confidence 
is established in the local structure, and assurance is given of competent staff 
and administration, the very nature of small business problems requires that 
local people who are closer to the problems be given flexibility in dealing with 
them. Primarily, it seems to me that there are three main functions of SBA 
in the administration of this program. First, SBA should approve the research 
structure and establish policies under which local research agencies can carry 
out a program. Second, SBA should serve in a coordinating role. For example, 
research for small business in the forestry field might be planned in such States 
as California, Maine, Georgia, etc. SBA, keeping up with the work in all of 
the States, could help avoid duplication and could bring together research per- 
formed on the same industry by different States into a broader research report 
which in turn would be valuable not only to the States where the original 
research had been planned, but to other States who in the future might become 
interested in this particular business. SBA should be given a separate research 
fund to permit this kind of coordination, to initiate research by its own staff 
or through contract arrangements on general areas of interest to small business, 
and to publish the result of coordinated projects. A third function of SBA 
in this pregram would be to serve as:a channel through which research materials 
and know-how from many Federal agencies could be channeled into the State 
business research program. 

In summary then, in urging you to reauthorize the program I ask your 
consideration on these points: (1) Encourage, or at least permit States to 
organize a single research apparatus which can work with the small business 
investment companies on specific case studies and once established, receive the 
research grants annually in order to provide continuity of staff and program; 
(2) permit SBA to approve total programs as well as specific projects; (3) 
provide a matching fund basis of Federal-State funds; (4) provide a special 
research funds to SBA. 

With the program reauthorized and well established, a strong research ap- 
paratus in each State could be useful to many programs proposed by the Con- 
gress beyond the present effort for small business. For example, you have 
proposed legislation on aid to distressed areas, you have a well-established 
program on area development in the Department of Commerce, a new rural 
development program in the Department of Agriculture, an industrial activity 
in the Bureau of Indian Affairs, and many others I am sure. Essentially all 
of these are aimed at assisting orderly business and industrial development 
in this country and they all have a common feature in providing technical as- 
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sistance and research. So, the single research apparatus developed in the 
States to assist small business could be used effectively for other Federal 
programs and, in fact, to the advantage of efficiency and effectiveness. Simi- 
larly, as you develop the strong local rsearch apparatus, the Congress might 
consider at appropriate times the wisdom of concentrating many of its national 
area development activities into a single Federal apparatus. I suggest this 
for your consideration. 

Again, may I express my appreciation for the opportunity to appear before 
you and to urge the continuation of the SBA research grant program. 

Senator Proxmme. Our next witness is Dr. John Stockton. Dr. 
Stockton is director of the Bureau of Business and Economic Re- 
search, University of Texas, and I understand, sir, you represent the 
American Association of University Bureaus of Business and Eco- 
nomic Research. 


STATEMENT OF JOHN R. STOCKTON, DIRECTOR, BUREAU OF 
BUSINESS RESEARCH, UNIVERSITY OF TEXAS 


Dr. Stockton. Mr. Chairman, I would like to correct that. Dr. 
Earl Strong, who also appears here, will make the official statement 
for the Associated Bureaus of Business Research. This is a slight 
confusion that arose apparently from the fact I was president of the 
association last year and appeared last year in connection with this. 
I am no longer in that position. He is chairman of the ad hoc com- 
mittee, and I will be very brief and hope some of my time can be used 
more effectively by him. 

Senator Proxmme. Fine. 

Dr. Stockton, do you want to have your statement put in the record? 

Dr. Stockton. I have a prepared statement to be placed in the 
record. 

Senator Proxmire. Very good. 

Dr. Stockton. I will speak very briefly on a few points. 

I have been in business research for 33 years, starting at the Uni- 
versity of Iowa Bureau of Business Research 33 years ago and off and 
on ever since. 

T have been director of the bureau at Texas for 10 years, and we have 
done a great deal of both the research and the counseling that is being 
discussed here with State funds. 

The University of Texas also has a very active extension division 
which does a great deal of counseling on specific problems of specific 
individuals. 

I would like to strongly endorse the basic principle in this bill of 
the Federal Government joining with the States in this type of acti- 
vity. I have a feeling there is a pool of resources and personnel in 
the college and university faculties, skilled personnel, that should be 
made effective use of in this type of work. 

The agricultural setup has been mentioned several times, and I 
would like also to call attention to the research in science and engineer- 
ing which is being done in the universities under contract with the 
Federal Government. There is another example of using this pool of 
skilled people most effectively. 

The bureau of business resez reh, and I might say the division of 
extension—not agricultural extension but what we call at the Univer- 
sity of Texas the division of extension—offer a similar pool of skilled 
personnel with considerable experience. 
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They have this tremendous advantage on local problems of being 
connected and acquainted locally with local businessmen, with trade 
associations. 

We work a great deal with trade associations. 

On this counseling business, I have tried to go in the wholesale 
business rather than the retail. Instead of counseling one individual 
businessman, I like to work with trade associations and try to reach a 
whole group of businessmen on common problems. 

But the important point I want to emphasize, and that is all I will 
say, is the bureaus of business research particularly represent a large 
group of experienced people. They have had a tremendous growth 
since the end of the war in this sort of thing. I consider that this bill 
with this tie-up grant to those agence ies—this being one of them—to 
be a forward step and a very effective ~ of spending what is a 
limited amount of money, this $40,000. I do think it is possible to 
buy services there that would far exceed what could be had for the 
same amount of money if you were building up a staff to start oan 
some of this work de novo. 

With the use of these experienced people, as I say, with years of 
experience in this type of work, they do research and counseling. 
Some bureaus emphasize one, some another, Dr, Strong will give an 
official statement for this association. 

We have 52 members in the Association of Bureaus of Business 
Research and we can work with either operation. We do a great 
deal of specific advising of individual business, which I would say 
is what is included in the term “counseling.” However, the bureaus 
of business research are particularly interested in research—basic 
research and applied research—in specific problems of individual 
areas. 

At Texas we have done a large number of specific research projects 
for various Government agencies such as the Bureau of Reclamation 
on the theory we were there, we had a great deal of that information 
and knowledge already in our files, and already had people knowing 
it. It was an effective way of spending the money to let us produce 
the report and make use of that. 

We have cooperative arrangements with the Bureau of Labor Statis- 
tics, with the Bureau of the Census, and the Department of Agricul- 
ture, with the same idea. 

This type of cooperation from Federal and State agencies, I think, 
is quite a forward step, and I hope the details can be worked out and 
the basic idea can be carried forward and expanded because I think 
it is an efficient way to spend public money. That is my opinion per- 
sonally as director of the bureau of business research. That also, 
incidentally, agrees with the official opinion of the association which 
Dr. Strong will present to you in detail. 

I appreciate very much the chance to make this statement. 

Senator Proxmire. Thank you, sir. 

Senator Fulbright ? 

Senator Fursricur. Dr. Stockton, you heard the two previous wit- 
nesses. Do I understand that you are in agreement with them as to 
the proper interpretation of this language as to what the need is in 
this field ¢ Q 

Dr. Srockxron. The need, Senator Fulbright, is certainly for more 
direct contact with the businessman who has the problem. 
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I feel we are sitting here with a great deal of information and help 
and not very many people come around. We have more dealings with 
big business concerns asking for help than we do with small business, 
although that has always been our chief interest. 

Therefore, c ounseling is needed. How much can be done for $40,000 
even if the State matches it? I think if we get any money right 
now—and we have some troubles right now financially in Texas 

(Remarks off the record.) 

Dr. Srockton. So, specifically, if we had more counseling than we 
could do, our extension division at the University of Texas is expert 
in that. We are particularly interested in studying the problems of 
business and writing reports. As was mentioned, there probably are 
not too many research reports written and filed, not enough put in 
the hands of people who need to know. Some small businessmen have 
to be held down and have it explained to them. Like the farmer who 
did not want to read a book on farming because he already knew how 
to farm. We already know better how to run a business, and a great 
many businessmen are making use of it. 

Senator Proxmire. Senator Muskie? 

Senator Muskie. In answer to Senator Fulbright’s questions you 
touched on a great problem really. You create this fund of informa- 
tion and set up a staff of experts, but how do you get people to take 
advantage of it? How do you get them to want to take advantage 
of it? 

In the agricultural extension program you have these county agents 
who are working day in and day out, year in and year out, for half a 
century or more, who have made the farmers receptive to this, and 
the farmers automatically turn to it. 

Now, for $80,000, you are not going to have county agents or field 
— 

Dr. Stockton. That is right. 

Senator Muskie. How do you get this particular part of the job 
done? 

Dr. Srocxron. Mr. Thomas’ discussion offered one possibility, and 
that is you get one man who wants a loan. Bankers have advised their 
customers. They are in a position to have their advice taken; fre- 
quently in a better position. I think this might be worked. I think 
it has some possibilities, although it is just a drop in the bucket when 
we see the failure rate for small business. The $40,000 is not going to 
cut that down much. 

I see both sides of this argument. I see why the Small Business 
Administration has had trouble going ahead on a mass counseling 
program. Because your $40,000 would be gone immediately. At the 
same time that is the need. Mr. Thomas is right. That is the need— 
to get the businessman to use this information, to actually read a book 
or to talk to somebody who can hel 

The big corporations have senna staffs that come around and get 
the information and use it. ‘The small man needs education. That is 
why our extension division at Texas has done a phenomenal job of 
getting at them through trade associations. That is what I mean by 
getting in the wholesale business on this. Trying to get trade associ- 
ations to corral their members and make them take the medicine. We 
can write a prescription for them but we cannot always make them 
take the aillatie unless we have some help. 
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Senator Proxmire. Dr. Stockton, I want to thank you very much. 
I would like to say too I thought your answer to Senator Muskie was 
particularly good. Because this is a question of how you get this re- 
search information into the hands of people who will use it. 

As I said, I think it should be emphasized, underlined and repeated, 
when a man needs a loan this is the time to do it. The SBIC or the 
bank is in a position to protect their interest by seeing that he takes 
good advice. 

Dr. Stockton. Yes. 

Senator Proxmire. Also it occurs to me that this matching thing 
can be very useful, can double the financing of the program. It seems 
to me you can do more than that, because the real beneficiary is not 
likely to be the State as much as the community. 

Dr. Srock'ron. That is right. 

Senator Proxmire. Perhaps you can get some matching out of the 
community too. 

Dr. Stockton. We do a great deal. Our extension division does a 
great deal of that—an association, a community, chamber of commerce 
groups. We try not to work with individual firms as much as with 
groups. They put up money. Sometimes it is matching. Well, it is 
always matching 

Senator Proxmire. Certainly in my State, which is typical of other 
things, I think the promoters are in the local towns. They want the 
community to grow, and they are willing to spend time, effort, money, 
make tax concessions, do all kinds of things to make it develop. 

Dr. Srocx ron. I feei this matching business is the sensible, business- 
like, partnership way of doing it. I agree with Dr, Brann on that. 

Senator Musxte. I have another question, Mr. Chairman. 

You speak of working through trade associations and chambers of 
commerce. I think it is fine within certain limitations. But if your 
management advice or counseling is directed toward prospective new 
businesses, how receptive are committees of trade associations or cham- 
bers of commerce going to be to new businesses within a community of 
which they are a part ? 

Dr. Stock on. I can see immediately there are problems there, and, 
of course, there are many problems in which the trade association 
approach is not the right one. It has to be the individual business. 
The standard system of accounts, better accounting, things of that 
sort you can get at trade association wise. But there are many prob- 
lems, and that is why a man applying for a loan who did not have a 
good control system, a good accounting system, a good cost control 
system, might be told, “Look, until you do something about that we do 
not think we should risk the money.” 

That you could not work on a wholesale basis. It would have to 
be pinpointed to individual firms. 

You might work with trade associations to improve existing record- 
keeping of business, but, as frequently happens, a new man has a good 
idea, he is a good production man, but he does not have a good system 
of accounting, and he may go broke, not because he is not selling a 
good product or making a good product but he cannot contro] it. 

But in that case you have to come down to the individual. You 
cannot get away from that, I expect. But that gets very expensive. 

Senator Proxmire. Thank you very much, Dr. Stockton. 

Dr. Srocxton. Thank you. 
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(The prepared statement of Dr. Stockton follows :) 


STATEMENT OF JOHN R. STOCKTON, DIRECTOR, BUREAU OF BUSINESS RESEARCH, 
UNIVERSITY OF TEXAS 


My name is John R. Stockton, and I am director of the bureau of business 
research at the University of Texas. I have been in this position 10 years. 
I am also professor of business statistics in the College of Business Administra- 
tion, the University of Texas, a position I have held for 24 years. I am the 
immediate past president of the Associated University Bureaus of Business 
and Economic Research, an organization composed of over 52 bureaus in major 
universities. 

I have been actively engaged in business research for most of my professional 
career, including two university bureaus of business research, a Federal Goy- 
ernment agency, and private business. In all of this work I have been acutely 
aware of the need of small business for the managerial aids that are generally 
available to large business. One of the distinct advantages large scale busi- 
ness has over small business is the availablity of specialized managerial re- 
search and consultants. The university bureaus of business research are widely 
employed in supplying information to small business that it is impossible for 
the small business concern to collect for itself. Large businesses in general 
have the facilities for doing this work for themselves, but such is not the case 
with the small business. 

The problems facing the small businessman are varied but one of the larger 
problems is his need for expert advice, which he usually cannot afford to buy 
from consulting firms. State universities have recognized that one of their re- 
sponsibilities to the citizens of their State is assistance in supplying this type 
of information. The divisions of extension of State universities generally at- 
tempt to supply certain very simple facts to the management of business. Bu- 
reaus of business research have also made considerable effort to collect informa- 
tion and to study management techniques with the aim of improving decision 
making and the control of business enterprise. During the past 35 years most 
of the State universities have set up bureaus of business research in a direct 
response to this need on the part of small businesses. 

The resources that State universities have been able to apply to this need 
have been limited and have offered only a small fraction of the assistance that 
is needed. It has been the belief of people working in bureaus of business re- 
search for the past 20 years that it would be logical for State agencies and the 
Federal Government to cooperate in this type of activity. The State agency, 
whether a bureau of business research or other agency, has the distinct ad- 
vantage of operating in the regional environment and understanding the spe- 
cific problems of the local businessman. If a cooperative arrangement between 
the Federal Government and the local agency were effected, it would give the 
advantage of an aquaintance with the local situation and would take advantage 
of experienced personnel that have been working on these problems for many 
years. 

The cooperative projects that are carried out in many efforts, such as agricul- 
tural research, offers a pattern that has been well established. If grants from 
the Federal Government to a State research agency were made on a continuing 
basis it would make possible the development of a long-range program of aid to 
small business that would be most effectively geared to the needs of local areas. 

The diversity of organizations in the various States makes it difficult to design 
a single method of operation that will fit all needs. For example, some States 
do not have a bureau of business research in any of their State schools. In 
other States, there are several active bureaus of business research. Frequently 
State agencies outside of the State universities are active in this kind of work. 
It would seem desirable to design a system by which any agency in the State 
working on the management problems of small business could cooperate with the 
Federal agency in an attempt to make more effective use of the skilled man- 
power and facilities available in the State. 

A cooperative Federal and State research program aimed at aiding small 
business appears to be the most efficient use of scarce, specialized resources. 
It is important, also, to emphasize that a continuing program is much more 
effective than a year-to-year set of projects that operate independently. It is 
difficult to break up the problems of small business into individual sections that 
can be studied separately. It would be much more logical to have a continuing 
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program that would be able to concentrate on whatever specific problems arise. 
The local agency has this ability, which could be exploited to the fullest extent 
in a cooperative Federal-State program. 

Senator Proxmire. The next witness is Mr. Clifton R. Miskelly, 
managing director, Vermont Development Commission, Montpelier, 
Vt. 

Mr. Miskelly, I am very glad to see you. 

You recognize the problem we are working under. 


STATEMENT OF CLIFTON R. MISKELLY, MANAGING DIRECTOR, 
VERMONT DEVELOPMENT COMMISSION, MONTPELIER, VT., AND 
PAUL MENK, EXECUTIVE VICE PRESIDENT, ASSOCIATION OF 
STATE PLANNING AND DEVELOPMENT ASSOCIATIONS 


Mr. Misxetuy. I certainly do, sir. 

Senator Proxmire. Do you have a prepared statement ? 

Mr. Misxetty. No, Vermont is an unusual State, and I think that 
is one of the reasons I do not have a prepared statement. I thought 
perhaps I could speak off the cuff. WR, 

I was looking at the schedule here and wondered if being cleanup 
batter had something to do with the fact that we are an absolutely 
pure small-business State. 

You might be interested to know that over 90 percent of our manu- 
facturing and mining operations are small-business concerns. That 
98 percent of all of our gains from 1955 to 1958 were in small business, 
and all of our losses during that period were small business. 

So we can speak as specifically a small-business State, and certainly 
appreciate this opportunity to be able to appear before you gentlemen 
today. 

Iam particularly pleased that Senator Muskie has come in, because 
we have had very close relationships over the past few years, and I 
have worked very closely with his director and Mr. Rock, of Arkansas, 
and so forth. 

So through our National Association of State Planning and De- 
velopment Associations these problems are discussed quite frequently. 

Senator Muskie. It is a privilege to welcome you, Mr. Miskelly. I 
think our relationships in this field have been very good over the last 
4 years. I think you did steal one of our good development men, 
did you not, in the last year or two? 

Mr. Misketty. Yes, we did, and we are very happy to have him. 

Senator Muskie. We are happy to have trained him for you. We 
hope he is as successful for you as he was for us. 

Mr. Misketiy. As a matter of fact, Governor, we are going to look 
to Maine for future help that we are planning on this small-business 
program. 

This first grant that we have received is going to do a great deal for 
us, inasmuch as it is going to give us our first attempt to try and 
fathom out why it is so difficult for small business to survive in Ver- 
mont. There isa tremendous turnover. 

I was personally a little disappointed in the fact that it was re- 
stricted or the use of these funds was restricted basically to research. 
There is a great deal of research available, but for some reason or 
other we have no means of applying it in the channels where it could 
do the most good. 
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One of the previous witnesses has expressed the fact that we should 
get the small businessman to use it. I think we should not get him 
to use it but we should help him to use it. 

We have several instances in the State where professional consul- 
tation in financing, management, and so forth, would do a great deal, 
more than research projects basically. 

We have no area of conflict within the State on our research prob- 
lem, because \e are doing it cooperatively with four universities 
and the State development commission. It has worked out very nice- 
ly, and it is very harmonious, and everybody is in accord with it. 

But we have specific examples, a couple of which I would like to 
quote, to bring the point home. 

I had a fellow come into the office the other day who had spent 
considerable money developing a plastic cover for a thermometer. 
This is a thermometer that takes an individual’s temperature. 

Now, he had done initial research to the point where he knew that 
5,367,000 temperatures were taken in the United States daily. 

A person who has discussed this invention with him was his own 
daughter, and there was another woman who was a nurse in the 
hospital. 

So he developed this cap that fits over a thermometer and spent 
$4,000 or $5,000 in doing it so they could go from room to room with- 
out sterilizing the thermometer but just putting on a new cap and 
putting it in the patient’s mouth and reading the temperature, and 
so forth. 

He had gone this far to develop the market in the United States, 
but he needed the professional consultation which he could not afford 
to develop this thing, set it up, market it, merchandise it, and so forth, 
which we had assumed this Small Business Act would supply. 

We have several examples where young people have inherited 
dad’s business, maybe the second or third generation, and for some 
reason or other they do not have the magic that dad had to make this 
thing click, or maybe it is economic elements that come into the picture. 

I know of dozens of instances where, if we were able to supply 
them, through a loan or a grant such as this, professional services to 
advise them on maybe financing, enlarging their plant, diversification, 
or some such thing, we could save a number of these small businesses. 

It has disturbed me tremendously to have smal] businessmen come 
into my office and gripe about loss of Government contracts. Their 
plateau of business is no longer a plateau but a long-hill grade. I have 
suggested to them diversification to the point of going into civilian 
production, complementing it. 

I can think of a specific example where the Governor called me to his 
office and said, “I have a man who is in the machine tool industry. 
The Government orders are no longer coming in, and this man was 
dependent on Government orders.” He said, “What shall we do?” 

I suggested diversification, and this man had ingenuity to invent 
a motor lock that went on an outboard motor boat, but he did not 
know how to merchandise it. He did not know how to package it. 
He did not know how to sell it. He was an engineer, but he was run- 
ning this business. 

I suggested to him we expose it in conjunction with the tremendous 
outboard motor industry in the United States through our office in 
New York City at the Radio City Music Hall. 
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I wrote to the motorboat industry and secured, with their coopera- 
tion, eight 50-horsepower engines, and we attached this onto the motor. 

After 4 weeks of exposure in the New York area he was able to get 
67 U.S. distributors and 27 Canadian distributors, and a man from 
Sweden bought 5,500 of these items and took them back to Sweden. 
He recently licensed him to make them in Sweden. 

Now, it 1s that type of help that this particular bill could give if it 
were more flexible and it were not confined to research exclusively, 
which could help so many of our small businesses who seem to be 
hung up on the fence for a little help here or a little help there in 
product development, in finance, in “guesstimating” costs of things. 

I had a small businessman come in and tell me the other day that he 
had a requisition from Sears, Roebuck for an order of 300,000 or 
400,000 items and could we not give him somebody who knew costs, 
manufacturing costs, to help him with an accurate cost on this— 
he was a small business, a shop of 21 people—so that he would not 
lose his shirt. 

He mentioned the fact that if he underestimated a 10-cent cost on 
these items he would be in trouble. ; 

It was our definite interpretation through the act that these moneys 
would be made available for studies, research, counseling concerning 
managing, financing, and operation of these small businesses. I think 
if it 1s going to be confined to research we are going to lose the 
ball on it. 

If we can get this research together, we should not get them to use it 
but we should help them to use it. 

As for matching funds, I think it has considerable merit except 
for one thing—if it is not yoked with some of the redtape the usual 
urban renewal program is yoked with. 

We have several areas where a community and the State will 
meet these matching funds, and suddenly we are stymied with the 
fact that you can do 2 number of things that are not applicable to 
our immediate problem but might be applicable in another State. 

So, as one of my predecessors stressed, flexibility is very necessary 
in the use of this and is something that I will definitely say amen to, 
especially in the area that we come from. Governor Muskie knows 
that we have a common denominator in this problem in Maine, New 
Hampshire, and Vermont; in the New England area anyway. 

Incidentally, Governor, we continue our excellent meetings every 
year at Severance Lodge in Maine of the six New England directors, 
and this subject came up this year, and all of the six New Englanders 
were in accord if this problem had greater flexibility. No. 1, and, 
No. 2, if we could be assured that funds could be allocated so that we 
could depend on them for 4 or 5 years instead of crowding every- 
thing into a single grant or a loan. That we could extend them over 
a number of years to cover these areas that we so urgently need, 
especially in the area that I am covering. 

Senator Muskie. I think Senator Fulbright might be able to com- 
ment on that suggestion as well as I could. 

Senator Futsricut. I could not agree more. You are absolutely 
night. 

Mr. Misketiy. We find one of our big problems in the State of 
Vermont, and I think it is a problem similar to a member of the 
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smaller States, is the young people are moving out. I do not know 
how many instances there are where, if we had some medium such as 
professional counseling to encourage young people in very vigorous 
projects that they have thought of, we could retain a lot of them in 
the areas that are moving to other sections of the United States and 
so forth. 

I do not know how many young people have come to us and asked 
us for assistance in small business. 

I was particularly pleased, Governor Muskie, that you brought out 
the recreation business. In our particular State of Vermont, where 
we have 32 major ski areas, our major ski areas now are small business. 

We have our big area at Stowe, where they have, during the ski sea- 
son, a payroll of 350 people, and an all-year-round payroll of 120 
people. But it goes a little further than that. They will buy in 
the immediate area of operation $300,000 to $400,000 worth of supplies 
that tie in all these small merchants and so forth that are within them- 
selves small business people. 

Senator Muskie. I think these gentlemen might be interested in that 
Stowe development. How large a town is Stowe ? 

Mr. Miskeiity. Well, Stowe is a town of approximately 1,100 
people. 

Senator Muskxirr. How many beds are available during the skiing 
season ¢ 

Mr. Misketxiy. During the skiing season there are approximately 
5.500. 

There are now 63 motels in the area and 3 or 4 resort hotels. 

I might go a step further to emphasize the importance of consider- 
ing the recreation business as small business. 

You people all know the name of Tom Watson, Jr., who is chair- 
man of the board or the head man of IBM. Mr. Watson was very 
instrumental in bringing a large IBM plant to Vermont because of his 
tremendous interest in skiing. Just this past winter. 

Senator Muskie. Is he planning to go down hill in Vermont? 

Mr. Miskexry. It is a good way to go down hill, Governor, and I 
would like to go down that hill once a week. 

Mr. Watson has become so interested that I am sure one of the major 
factors in bringing the IBM plant to Burlington was his interest in 
skiing. 

Furthermore, he has just built a very elegant residence on the 
Swiss-like slope at the bottom of the double-chair lift which you are 
familiar with. So he has a magnificent view and he is in an atmos- 
phere now where, if our small business program is activated, there is 
a possibility of getting more of these IBM plants into a recreation 
area such as Stowe. 

Senator Muskie. If you can get someone now who can count your 
profits accurately. 

Mr. Misketty. We are getting to the point where we are going to, 
and we have got to count the profits, because we are all faced with 
this particular problem. 

But we certainly entertain this assistance. 

Some of the larger States may find this $40,000 does not mean very 
much. If you gentlemen could have heard the six New England direc- 
tors meeting in June up in Maine and discussing the importance of 
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this and what it is going to mean to their program and to see if we 
could not urge the continuance of it over a period of years such as 
the urban renewal program, you would see that this has meant a tre- 
mendous thing to small areas. Even though through matching funds 
they have been able to have a study made of their community so they 
can look ahead a little and see where they are going and not just 
take it from day to day. 

Senator Proxmire. Well, thank you very much, Mr. Miskelly. 

Do you have any further questions ? 

Senator Futsricur. Well, I just want to compliment Mr. Miskelly 
for a very lively and a very informative statement. I think it is 
excellent. 

What you have said about recreation does apply in many other 
areas, too. 

I come from the Ozark Mountains where recreation is becoming one 
of the most important activities in that area. I mean it is a different 
kind from yours, but it is very important. And they need guidance. 
They make many mistakes in the way they organize their little re- 
sorts and in what they do and in what sort of facilities they offer. I 
know it is very important. 

Mr. Misketiy. I would like to make one more statement if I could, 
sir. 

Vermont has many firsts, The first electric motor was invented in 
Vermont, and we do not have an electric motor factory, which is 
quite discouraging. 

I have talked with a number of others who have inventions who need 
this help that could mean small business. We need diversification. 

Another first is that Vermont was the first State to open an interna- 
tional office in Canada. We talk so much about the common denomina- 
tor that we and the Canadians have. Vermont opened the first 
office. Maine has one now which they are to be congratulated upon. 

In the year that we have been open, we have five Canadian small 
businesses coming into the State of Vermont. If we had some of this 
research material which this study is going to afford us and if we had 
this opportunity to have a professional counseling, our job would be 
much easier with our Canadian neighbors who want to spend capital. 

Incidentally, these Canadian industries are coming into Vermont. 
One we landed last week is a mirror industry. This is a parent com- 
pany in Canada who developed mirrors. 

We made a study to the effect that a great many plants existed in 
Maine and no American factory to service them. It went further to 
reveal if there were a plant in this area they would eliminate a lot of 
expensive shipping costs. 

I have thought so many times if we had funds available to afford 
these people from across the border who are so interested in the United 
States and doing business down here an opportunity to add to our 
economy if we had some professional aid that we could give them, it 
would make our problem a lot easier. 

I wanted to mention that because it is an unusual problem and it is 
one that again our three Northern States which border Montreal— 
and we are after this business—are encouraging. 

Senator Muskie. I would like to compliment you too on your testi- 
mony. I think that the other five New England directors would be 
43183—59—29 
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very pleased with your presentation in their behalf as well as your 
own this morning. 

Mr. Misxetxy. I might say I did not ask their permission. I have 
taken personal liberty. 

Senator Muskie. You never do. 

Senator Proxmire. I want to thank you, Mr. Miskelly. 

I would like to observe that you do represent a somewhat different 
viewpoint in view of the fact Vermont is not one of the biggest States. 
Forty thousand dollars in Vermont, therefore, is of a different nature 
than $40,000 might be in New York or Pennsylvania or even 
Wisconsin. 

Mr. Misxketty. It certainly does. Yet again 

Senator Proxmire. To be more specific, you can go further in help- 
ing to do the kind of job you are asking than it would do for some of 
the other bigger States. 

Senator Fursrienr. For the record, it would go far in Arkansas, 
too. 

Mr. Misxetiy. Thank you very much, gentlemen. 

Senator Proxmire. Thank you. 

Congressman Coffin of Maine is here. We will be very honored to 
have you come forward. 





STATEMENT OF FRANK M. COFFIN, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MAINE 


Mr. Corrin. Thank you, Mr. Chairman and members of the com- 
mittee. 

I wish to testify on a very minor but important point with regard 
to the Small Business Act, and this will be a point I think will be of 
interest to you. 

This has to do with section 7(b) of the Small Business Act of 1958 
as amended by the Small Business Investment Act. 

The provision in question is the language which was inserted by 
the Senator who is now absenting himself, and this was a great service 
Senator Fulbright performed in having built into our small business 
aid a research program, this grant program about which the previous 
witness testified. 

The sentence is this: 

Such grants shall be made from the fund established in the Treasury by 
section 602(b) of the Small Business Investment Act of 1958. 

The Small Business Administration has made these grants for the 
first year. When this came up in the House this past spring, we found 
great resistance by the Appropriations Committee to this method of 
financing from a fund. I think, Mr. Chairman, you are aware of 
the temper being demonstrated on some occasions with regard to 
this method of financing. 

We worked out a compromise rather than making a point of order 
and insisting upon it and taking our chances in incurring long-range 
dissatisfaction a the Appropriations Committee. 

We got a compromise wherein the funds were continued through 
fiscal 1960, $2,080,000, but with the notice being served that in the 
future they would listen to requests for appropriations but would 
fight any continuation of taking the money from this special fund. 
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So I urge the adoption of an amendment to strike this sentence 
from the Small Business Act from section 7(b), because as long as 
the sentence is in then there is no possibility of appropriating money 
pursuant to an authorization. It can only be done through the grants, 
and we would run into difficulty on the grants. 

I would like to add that it would be my hope that in the years 
to come, beginning with fiscal 1961, we could develop a rationale 
for research by SBA that would not be so rigid as $40,000 for every 
State. 

I think this first go-around in fiscal 1959 and fiscal 1960 is excel- 
lent, because it gets a great many diverse views, diverse work products 
by States having different interests and different problems. 

But as we make this a permanent program—and I certainly hope 
it will be a permanent program—then it would seem to me that SBA 
would have some research projects which it would want to do itself, 
some of it with its own personnel in Washington and throughout the 
country. It would want to subcontract other research projects to 
firms and institutions. It would want to make some grants to States. 
But it should not be bound to the point where it is at the present, 
where substantially all the research you can do has to be done within 
the context of this rather arbitrary standard of $40,000 for every 
State and one grant for every State. 

This means that the SBA should come before the Committee next 
year, and both the authorizing committee and particularly the Ap- 
propriations Committee. You do not need an authorization but a 
special legislation on that. You will need to have a detailed, reason- 
ably detailed, plan of research. How many people there will be 
needed, how many contracts, what will be the types of projects that 
will be worked on during that year. 

I think the Appropriations Committee of the House certainly—and 
I feel it probably will be true of the Senate—will listen with great 
respect to a rational, intelligent program of research with certain 
objectives and certain specific projects. 

That is my testimony, Mr. Chairman. I would like to have the 
privilege of also submitting for the record the very short statement 
which makes the point in perhaps a different form but with the same 
substantial content. 

Senator Proxmire. Without objection, Congressman, your state- 
ment will be in the record. 

Senator Muskie, do you have any questions ? 

Senator Muskie. Yes, I do. 

In the first place, it is a pleasure to welcome you back to Wash- 
ington. I wish those fellows on the other side of the Hill would 
clean up their end of the work so we could go home too. 

Frank, I know you have done a great deal of work in this field, 
not only in connection with your activities on the House side, but 
also back in the community. 

You came in a little after some of the testimony relating to the uses 
to which this $40,000 grant ought to be put. You heard Mr. Mis- 
kelly’s excellent testimony, I believe, and his was very illustrative of 
some of the points that were made earlier. 

But the discussion this morning, at least since I came in, has related 
to the application of these funds in sort of a program similar to the 
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agricultural extension program—that is, dealing with specific prob- 
lems of businesses as much as Mr. Miskelly illustrated it. 

Since you have been in on this legislation almost from the begin- 
ning, I wonder what would be your comment on Mr. Miskelly’s criti- 
cisms of the present program, whether or not that sort of thing was 
envisioned in the original concept of the program and, if not, what 
your suggestions might be relative to changes in the legisl: ation. 

Mr, Corrin. His point was there should be more opportunity for 
counseling with particular industries within a given area. That is, 
not pure research as such but along the analogy of the county agent ! 

Senator Muskie. That is right. 

Mr. Corrin. I see. I think the feeling originally was this should 
be primarily a research program. ‘This money would be treated as 
seed capital, and if it was spent on individual ‘counselors there were 
two objections (1) the limited amount of money would not go very 
far, and (2) we might get into competition with existing counseling 
services and business firms. 

I think the objective is excellent that there is a need for extension 
work in small business. I would like to see the various States get into 
this to some extent, and I think there is a place for the Federal Gov- 
ernment, but I am not sure it should be in the research program. 

I think there is a real opportunity for this committee to look into 
it. What we are talking about is communication now. 

Let’s assume we have got a lot of research being done and the prod- 
ucts are fine. In fact, we have on hand a number of excellent studies 
and pamphlets. But the problem is to communicate it to the people 
who need it, and I would think this would require something along 
the line of the extension agent. 

But I do not think at the moment—and this is more or less an 
offhand opinion—it would be practical to put this in as part of the 
research program, because I think we will do very well to continue 
the research at about the same level we are carrying it on now. 

If we allow individual counseling on an extension basis, this would 
cut the funds for research quite drastically, particularly if we should 
find ourselves in position of not getting quite as much in total money. 

So what I am saying is, I think the objective i is a very good one and 
I think that there is great need with the Nation’s 4 million or more 
small businessmen to vastly improve the communication to them of 
the work product which now exists and will exist in the future. 

Senator Proxmire. Well, thank you very much, Congressman Cofiin. 

That was all you had? 

Senator Muskie. Yes. 

Senator Proxmire. Thank you, sir. 

Mr. Corrin. I thank the committee very much. 

(The prepared statement of Mr. Coffin follows:) 


STATEMENT OF FRANK M. COFFIN, A REPRESENTATIVE IN CONGRESS FROM THE STATE 
OF MICHIGAN 


Mr. Chairman, one of the most forward looking steps in congressional action 
on behalf of small business was section 602 of the Small Business Investment 
Act of 1958, which provided for research grants to “any State government, or 
any agency ‘thereof, State-chartered development credit or finance corporations, 
land-grant colleges and universities, and colleges and schools of business en- 
gineering, commerce, or agriculture for studies, research, and counseling con- 
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and operation of small-business enterprises.” 
This section opened a new door of opportunity for small business in learning 
more about its reasons for success or failure, the real nature of its peculiar prob- 
lems, and the techniques which will enable it to survive and compete more 
effectively in a dynamic and growing economy. 

This year the Small Business Administration made its first grants under this 
program. I know from the reaction in my own State, where the State department 
of economic development and the University of Maine are cooperating in a re- 
search project, that these grants will give a great shot in the arm to research 
at the State and local level. In the long run this will benefit small business 
indirectly, as well as directly, by giving Congress and the SBA a much clearer 
picture of the exact nature of small-business problems. 

Under the original terms of the Small Business Investment Act, the grants 
to the States were to be made from a $27.5 million fund, made available from 
funds originally set up under the Federal Reserve Act. Because of resistance 
by the Appropriations Committee of the House to this method of tinancing, and 
its recommendations that the fund be cancelled at the end of fiseal 1959, a 
compromise arrangement was made providing a continuation of these funds 
through fiseal 1960. 

Since the final sentence 7(b) of the Small Business Act of 1958 (as amended 
by the Small Business Investment Act) provides that “Such grants shall be 
made from the fund established in the Treasury by section 602(b) of the Small 
Business Investment Act of 1958,” there is no authority for appropriating funds 
directly for this purpose. Unless Congress takes action before June 30, 1960, 
the grant program will lapse and we will have lost an important advantage in 
our fight for free competition almost before it has gotten up a full head of steam. 

It is my feeling that by striking the last sentence of section 7(b) of the Small 
Business Act of 1958, as amended, the way will be left open for Congress to 
appropriate funds for this program. By acting quickly on such an amendment 
Congress will make it absolutely clear that it intends that research by the Small 
Business Administration, through the grant program, is an integral part of our 
policy of protecting and strengthening small business. I urge the adoption of this 
amendment. 


Senator Proxmire. The next witness is Mr. Joel Sterns, and I un- 
derstand Mr. Sterns is representing Salvatore A. Bontempo, com- 
missioner, Department of Conservation and Economic Development, 
State of New Jersey. 

He is ace -ompanied by Mr. Paul Menk, executive vice president of 
the Association of State Planning and Development Associations. 

Mr. Sterns, go right ahead. 


STATEMENT OF JOEL H. STERNS, ASSISTANT TO THE COMMIS- 
SIONER OF CONSERVATION AND ECONOMIC DEVELOPMENT, 
STATE OF NEW JERSEY; AND PAUL MENK, EXECUTIVE VICE 
PRESIDENT, ASSOCIATION OF STATE PLANNING AND DEVELOP- 
MENT ASSOCIATIONS 


Mr. Srerns. I am assistant to Commissioner Bontempo, who un- 
fortunate ‘ly could not be here and sends his regrets. 

Senator Proxmire. Once again, Mr. Sterns, I want to apologize to 
you and the rest of the witnesses who have been so patient. It is after 
12 o’clock. Iam going to stay here, though I should be on the floor, 
but I will stay here as long as necessary. I know it would be most 
inconvenient to many of you to come back this afternoon, so we will 
try to wrap it up now if we can. 

‘But proceed with cautious haste. 

Mr. Sterns. Right. 

I have a brief statement which I will make even briefer by just 

Senator Proxmire. Then without objection, your statement will be 
put into the record. 
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Mr. Srerns. I would like to read briefly some points that illustrate 
or supplement what has gone on before this morning. 

Senator Proxmine. Very good. 

Mr. Srerns. The State of New Jersey wholeheartedly supports the 
action of Congress in sanctioning annual research grants of $40,000 
in each State and feels if they are continued, the benefits derived will 
be greatly in excess of the cost of the program. 

I think we have taken, in developing our own program, the feeling 
if small businesses are to remain they must be able to meet the t test 
of economic competition successfully, and. we have tried to devise a 
program to meet this goal. 

In 1862, when the Morrill Act was passed, it marked a research 
partnership between the Federal Government, the States, and agricul- 
ture which has brought about amazing results. Now for a relatively 
small sum, the opportunity to do the same thing for another critic al 
area of our economy is presented. 

The cost of this program is approximately $2 million a year. But 
its value to small business will be many times this amount.” For each 
of these dollars draws forth additional dollars and additional activity 
on behalf of the small businessman. 

I would like to illustrate this briefly with reference to what is hap- 
pening in New Jersey, where a tremendous amount of interest in the 
problems of small business has been aroused in the past few months, 
with the news of these grants as the stimulus. 

Most past attempts to aid small business have been totally unsuc- 
cessful. When we in the department of conservation and economic 
development learned that we might apply for a $40,000 annual grant 
over a period of years, we came to these conclusions about any pro- 
gram we might develop. Most past attempts to aid small business 
have been almost totally unsuccessful. In some cases, small business 
was studied instead of aided. In other cases, where real attempts 
were made to aid the small firm, those who would give aid never 
bothered to identify the problems facing the small businessman. 

It seemed to us that a visible program would have to combine two 
things—one, to identify the real problems by basic research, and, 
having identified the problem, devising methods for their allevi: ition 
and solution. Havi ing accomplished these two prerequisites, the 
longrun portion of the program would begin, applying solutions and 
so, directly aiding the smaller firm. Any program such as this, ob- 
viously calls for ‘the combined work of ‘State government, business 
specialists recruited from the educational field, and the businessmen 
themselves. 

In order to insure a workable program for the State, which would 
meet the requirements of these groups, Gov. Robert B. Meyner agreed 
to appoint an advisory committee on small business consisting of busi- 
nessmen, educators, and State officials. This group meets monthly to 
analyze the progress of the project now underway and to plan new 
small-business programs for the State. 

To build a solid foundation of fact for the long- range programs, we 
hope to undertake, we decided to devote the first year’s project to de- 
fining the problems of New Jersey’s small businessmen. 

In this connection, it was decided that our department of conserva- 
tion and economic development, using approximately 25 percent of the 
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money available, would undertake a series of intensive interviews, 2 
to 3 hours in length, with a representative group of some 300 small 
businessmen throughout the State. We have a number of objectives 
in mind, a number of which I think fit into what a number of the pre- 
ceding speakers have said today : To determine the problems confront- 
ing the small businessman as he himself perceives them; to make 
small businessmen aware of the facts that they have problems which 
can be solved by outsiders; to determine the types of consulting prob- 
lems in which small businessmen are interested; and to evaluate con- 
sultation as a method of solving small-business problems; and finally 
to determine what seems to be the best way to reach small business- 
men with helpful information. 

At the conclusion of our interviews, we plan four pilot seminars or 
clinics for a larger group of small businessmen, including groups who 
have been interviewed and groups which have had no contact with 
our program. ‘These discussions, ostensibly devoted to determining 
the problems of the small firm, will give us the opportunity to test 
the reactions and the perception of their problems of those small 
businessmen who have been interviewed and made aware of consul- 
tation generally as compared to those who have not. Our interview- 
ing personnel for this phase of the project is drawn from among 
graduate students and young faculty members in the hope that by 
creating an awareness of these problems, at least some may be moti- 
vated to undertake on their own further small-business studies. 

With our remaining funds, we asked New Jersey colleges and uni- 
versities with an interest in small business problems to submit pro- 
posals so we might test what academic resources were available to us. 
From among these, we selected three projects. Rutgers, the State 
university, agreed to undertake a study of the financial problems of 
New Jersey’s small manufacturers; to compile balancesheet and in- 
come statement data for these firms; to determine the financing 
methods used by small firms in New Jersey ; to determine the financing 
needs of a small firm and estimate the extent to which actual financial 
needs are met; to uncover the credit standards applied by various 
State lendors; and to contrast the financing patterns of firms which 
have recently moved to the State with firms that have been here for 
some time. Seton Hall University, working closely with the State 
university, will do the same sort of study for small distributors. 
Finally, Fairleigh-Dickinson University will concern itself with the 
changing pattern of small retail business in the State. 

In order to accomplish this program, we have had to work closely 
with chambers of commerce, the New Jersey Manufacturers Associa- 
tion, and all kinds of groups of small businessmen. When the study 
is completed next February 1, we estimate we will have reached more 
than 3,000 small businessmen of all kinds. The results of these four 
individual studies will be combined into one integrated report and 
we are sure we will have identified problems and possible solutions of 
benefit to small businessmen in New Jersey and the Nation. 

Based on some of this year’s preliminary findings, we have already 
given some thought to our application for a grant next year, deal- 
ing with the small businessman and the new technology. Here we 
may be able to suggest ways for small businessmen to increase their 
efficiency by such unique means as the application of radioisotopes, 
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the use of electronics computers to plan and control production, and 
the cooperative use of expensive business machinery, or joint credit 
facilities operated by more than one small businessman. 

A far-reaching program such as we have developed is not covered 
by a $40,000 grant. I think it is conservative to estimate that if all of 
the contributing factors to our program are added together the total 
amount involved would be well over $75,000 for this first year. But 
without the initial $40,000 as a catalyst, it is doubtful that any of this 
would have taken place. On behalf of my State, I hope that you will 

ee fit to continue this program. 

Senator Proxmire. As I understand your testimony, Mr. Sterns, 
what you are telling us is that you have adopted a policy of making 
an overall study of some 3,000 small business firms, and you have 
had an intensive interview at some length with 250 to 300 carefully 
selected small businessmen. This is a different viewpoint than we 
have had expressed so far. 

Mr. Sterns. Well, our idea—— 

Senator Proxmire. How about disseminating this to people so it 
will actually be used and be 

Mr. Srerns. Well, I feel we will certainly have a report that can 
be disseminated, but I think one of the important facets of this inter- 
view—— 

Senator Proxmrre. I know it will be disseminated. I just wonder 
if it will be — 

Mr. Srerns. I think that is one of the major points with our in- 
tensive heteevinws with the 300 small businessmen we have taken as 
a pilot. We are interested in getting information from them, but 
we are more interested in finding out how to get information to them 
and what types of information they would accept. 

Senator Proxmire. Good. 

Mr. Srerns. If we could talk about a long-range program, what 
we are trying to do here is build the basic core of material which will 
give us some indications about consultation as the point have been 
‘aised this morning and will indicate to us how successful and in what 
way a consulting system should be undertaken. 

I think in any long-range view of this program that consulting— 
that is, direct contact with small businessmen, as has been stated by 
other speakers this morning, whom I certainly agree with—would be 
one of the long-range goals of sucha program. 

In other words, what we are trying to do is establish the best way 
of doing this part of this when we get to it. 

Senator Proxmire. But in the State of New Jersey it would be hard 
to do with $40,000 ? 

Mr. Srerns. It would be, but I think even without any requirement 
of grants-in-aid, as I have stated, thanks to the contributions of uni- 
versities and State governments, we have practically $80,000 now 
without any formal appropriation for this project. 

So I think there is a great deal of interest and the initial $40,000 
has stimulated many people to think about this and to contribute 
services and funds which would not have been called forth otherwise. 
Senator Proxmiee. Well, thank you very much, Mr. Sterns. 
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(The prepared statement of Mr. Sterns follows:) 


STATEMENT OF JOEL H. STERNS, ASSISTANT TO THE COMMISSIONER OF CONSERVATION 
AND ECONOMIC DEVELOPMENT, STATE OF NEW JERSEY 


My name is Joel H. Sterns. I am assistant to the commissioner of conserva- 
tion and economie development of the State of New Jersey and director of New 
Jersey's small business research project under the terms of the Small Business 
Investment Act of 1958. 

The State of New Jersey wholeheartedly supports the action of Congress in 
sanctioning annual research grants of $40,000 in each State and feels that if 
they are continued, the benefits derived will be greatly in excess of the cost of 
the program. 

Steps such as these are vitally necessary because in New Jersey as elsewhere 
in the Nation, the position of the small businessman is in decline. From the 
beginning of our history as a democratic Nation, an independent healthy small 
business sector has been the cornerstone of our free economy. But experience 
shows that we cannot expect people to support small business simply because 
it is philosophically justified. If small businesses are to remain, they must be 
enabled to meet the test of economic competition successfully. It is the job 
of those of us who believe they are basic to our way of life, to discover means of 
making them more competitive in an economic sense. 

This involves meeting such fundamental questions as “Is small business in- 
herently uneconomic or is it the power to drive stronger bargains which gives to 
bigger business its advantages in credit, production, marketing, etc.?” We must 
face the fact that most productivity aids, cost accounting for example, have been 
developed for the larger firm, and find ways to make these new techniques useful 
to small businessmen. Detailed investigations of problems like this are just 
what we need. 

Any good quality research will not only answer certain questions, but ask 
others as well. Out of these broader considerations will emerge specific prob- 
lems where the combined efforts of Federal and State Governments may provide 
invaluable assistance to the small businessman. 

In 1862, when the Morrill Act was passed, it marked a research partnership 
between the Federal Government, the States and agriculture which has brought 
about amazing results. Now for a relatively small sum, the opportunity to do 
the same thing for another critical area of our economy is presented. 

The cost of this program is approximately $2 million a year. But its value to 
small business will be many times this amount. For each of these dollars draws 
forth additional dollars and additional activity on behalf of the small business- 
man. 

Let me illustrate this with reference to what is happening in New Jersey, 
where a tremendous amount of interest in the problems of small business has 
been aroused in the past few months, with the news of these grants as the 
stimulus. 

When we in the department of conservation and economic development learned 
that we might apply for a $40,000 annual grant over a period of years, we came 
to these conclusions about any program we might develop. Most past attempts 
to aid small business have been almost totally unsuccessful. In some eases, 
small business was studied instead of aided. In other cases, where real attempts 
were made to aid the small firm, those who would give aid never bothered to 
identify the problems facing the small businessman. 

It seemed to us that a viable program for reviving the small business sector of 
New Jersey industry must begin by identifying the real problems facing small 
business in New Jersey. Having identified the problems, methods for their 
alleviation and solution would have to be devised. Having accomplished these 
two prerequisites, the long run portion of the program would begin, applying 
these solutions and so, directly aiding the smaller firm. Any program such as 
this, obviously calls for the combined work of State government, business 
specialists recruited from the educational field, and the businessmen themselves. 

In order to insure a workable program for the State which would meet the 
requirements of these groups, Gov. Robert B. Meyner agreed to appoint an Ad- 
visory Committee on Small Business consisting of businessmen, educators, and 
State officials. This group meets monthly to analyze the progress of the project 
how underway and to plan new small business programs for the State. 

To build a solid foundation of fact for the long-range programs we hope to 
undertake, we decided to devote the first year’s project to defining the problems 
of New Jersey’s small businessmen. 
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In this connection, it was decided that our department of conservation and 
economic development using approximately 25 percent of the money available 
would undertake a series of intensive interviews, 2 to 3 hours in length, with 
a representative group of 250 to 300 small businessmen throughout the 
State. We have a number of objectives in mind: To determine the problems con- 
fronting the small businessman as he himself perceives them, to make small 
businessmen aware of the fact that they have problems which can be solved 
by outsiders; to determine the types of consulting problems in which small 
businessmen are interested and to evaluate consultation as a method of solving 
small business problems; and finally to determine what seems to be the best 
way to reach small businessmen with helpful information. 

At the conclusion of our interviews, we plan four pilot seminars or clinics 
for a larger group of small businessmen, including groups who have been inter- 
viewed and groups which have had no contact with our program. These discus- 
sions, ostensibly devoted to determining the problems of the small firm, will give 
us the opportunity to test the reactions and the perception of their problems of 
those small businessmen who have been interviewed as compared to those who 
have not. Our interviewing personnel for this phase of the project is drawn 
from among graduate students and young faculty members in the hope that by 
creating an awareness of these problems, at least some may be motivated to 
undertake on their own further small business studies. 

With our remaining funds, we asked New Jersey colleges and universities 
with an interest in small business problems to submit proposals so that we 
might test what academic resources were available to us. From among these, 
we selected three projects. Rutgers, the State university, agreed to undertake 
a study of the financial problems of New Jersey’s small manufacturers; to com- 
pile balance sheet and income statement data for these firms; to determine the 
financing methods used by small firms in New Jersey ; to determine the financing 
needs of a small firm and estimate the extent to which actual financial needs 
are met; to uncover the credit standards applied by various States lenders; and 
to contrast the financing patterns of firms which have recently moved to the 
State with firms that have been here for some time. Seton Hall University, 
working closely with the State university, will do the same sort of study for 
small distributors. Finally, Fairleigh-Dickinson University will concern itself 
with the changing pattern of small retail business in the State. 

In order to accomplish this program, we have had to work closely with cham- 
bers of commerce, the New Jersey Manufacturers Association, and all kinds of 
groups of small businessmen. When the study is completed next February 1, we 
estimate that we will have reached more than 3,000 small businessmen of all 
kinds. The results of these four individual studies will be combined into one 
integrated report and we are sure we will have identified problems and possible 
solutions of benefit to small businessmen in New Jersey and the Nation. 

Based on some of this year’s preliminary findings, we have already given 
some thought to our application for a grant next year, dealing with the small 
businessman and the new technology. Here we may be able to suggest ways 
for small businessmen to increase their efficiency by such unique means as the 
application of radioisotopes, the use of electronic computers to plan and control 
production, and the cooperative use of expensive business machinery, or joint 
credit facilities. 

A far-reaching program such as we have developed is not covered by a $40,000 
grant. I think it is conservative to estimate that if the facilities and time 
which these three universities and the State are contributing, and the time 
which businessmen throughout the State are contributing as consultants were 
figured accurately, the total cost of the first year’s project would be well over 
$75,000. But without the initial $40,000 as a catalyst, it is doubtful that any of 
this would have taken place. On behalf of my State, I hope that you will see 
fit to continue this program. 


Our next witness is Mr. Kenneth Andersen, executive vice president 
of the Science Apparatus National Association, Chicago, II. 

Mr. Andersen, I apologize for having kept you waiting, and I ap- 
preciate very much your waiting so patiently. 
Iam very honored and happy to have you here. 
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STATEMENT OF KENNETH ANDERSEN, EXECUTIVE VICE PRESI- 


DENT, SCIENTIFIC APPARATUS MAKERS ASSOCIATION, CHICAGO, 
ILL. 


Mr. ANnpversen. Thank you very much, Mr. Chairman, and I ap- 
preciate the invitation to come down here to speak. 

Senator Proxmire. I see you have some notes. Would you prefer 
to have your statement put into the record ? 

Mr. AnprerseNn. Yes, I would like to submit this written statement 
for the record. 

Senator Proxmire. Without objection, the written statement will 
be put into the record, and you may proceed. 

Mr. ANperRSEN. It will emphasize a few of the points and perhaps 
bring in references to some of the testimony which has been sub- 
mitted this morning. 

First of all, to expand on the introduction of myself, I am the 
executive vice president of the Scientific Apparatus Makers Associa- 
tion, with headquarters, our national headquarters, in Chicago. 

We have 232 member companies, both manufacturers and dis- 
tributors of all kinds of scientific instruments and laboratory supplies. 

Many of these concerns are small. I would say the majority of our 
members are small under the standards established by the Small 
Business Administration. 

However, I am not here today to speak on behalf of my association, 
my employer. I believe I have been invited down this morning by 
virtue of the fact that I am a member of the Management Research 
Advisory Council of the Small Business Administration, a group of 
12 businessmen to which Mr. Thomas and myself have the privilege 
of belonging. 

Furthermore, I have no connection whatsoever with any institution 
eligible under the present law for a grant. 

Also, in view of the testimony that I have submitted and want to 
discuss, let me say that I have no connection whatsoever with any 
management consulting firm. I have never been a management con- 
sultant, but I have had quite a bit of experience with them. 

This Management Advisory Council, appointed by Administrator 
Barnes of the Small Business Administration, comes from all sections 
of the country. We held our first meeting on June 9 and 10 of this 
year, and at that time our primary job was to go over the approxi- 
mately 100 proposals for research and study grants which had been 
submitted by the various States. 

We went over all of those proposals carefully, discussed them with 
Wilford White, the Director of the Office of Management and Re- 
search Assistance, and with T. Stanley Gallagher, the Director of the 
Division of Research in Mr. White’s organization. 

We selected those that we thought should have the top priority for 
the research grants and made our recommendations through Mr. 
White to Mr. Barnes. 

Based on that connection with the program and the experience I 
have had so far, I would like to make two recommendations. You 
will find those in my statement, and for the sake of brevity I will 
read them. They are very brief. 
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One is that I respectfully recommend the appropriations at the 
$2 million annual level be continued so additional grants may be 
made in the fiscal year 1961 and succeeding years. 

My second recommendation is that the present policy of the Small 
Business Administration with respect to approving peoren ts of a 
research or study nature should be continued in preference to attempt- 
ing to provide a management counseling type of service to individual 
owners of small concerns. 

On the first point, with all deference to the gentlemen here repre- 
senting the educational institutions today, let me suggest, this ares 
of applied research, I am not going to talk about basic research, I 
am going to talk about applied research on the current problems which 
face business today. 

In ee area we are never up to date, Mr. Chairman. We are living 
in a rapidly changing business world. The environment in which 
the aan businessmen operate is constantly changing. The impact 
of foreign competition has hit some areas very badly. 

The movement of business from the downtown shopping centers 
to the outlying communities, suburban shopping centers, has been 
having tremendous effects. 

The movement of industry out to these strip areas which are de- 
veloping along main arteries of transportion in and out of the cities 
is going on and having a very severe impact. 

The growing technological nature of production, the inc reasingly 
aggressive competition of big business versus small business, the in- 
creasing importance of Government buying—years ago in peacetime 
the Government buying was not nearly as important as it is today— 
the obvious need for a great deal of market research, all these things 
we know are changing. There are new problems coming along. 

Big business doesn’t say, “Well, we have got plenty of research.” 
Big business is devoting a lot of its funds and personnel to research. 
Big business is spending a lot of money constantly in calling in out- 
side agencies, specialized agencies, to do research for it. 

So I believe that the need for applied research is a constant and 
ever-growing one, not one where we can say, “Well, there is plenty 
of information available. The problem is to funnel it out to the 
small businessmen.” 

Sure, the problem exists, but the point I wish to stress is we do need 
a continuation of this program which has just been initiated. 

We believe the SBA has made a good start. There were many 
worthwhile projects among this group of 100 submitted. In many 
States we found there were several highly meritorious. 

But. the law says only one grant could be made. So in these cases 
we suggested that the SBA go back to some of those we could not 
recommend for a No. 1 priority with the suggestion they come back 
next year anda pply again for a grant. 

Now, I am going to skip to my second recommendation because I 
imagine that is the one on which you would like to have my testimony. 

Senator Proxmire. Y es. 

Mr. AnpersEN. That is the more controversial aspect of this subject 
we are considering this morning. 

I have a great deal of respect for my brother committee member, Mr. 
Thomas. He has obviously had a lot of experience in this field. But 
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I must confess that I belong to an entirely different school of thought 


ig when it comes to this subject of counseling. _ 
First of all, it was unfortunate that at this first Advisory Council 
— committee meeting Mr. Thomas had to leave before we had adjourned, 
af @ because we just started discussing this subject of the interpretation of 
smpt- counciling and, as I recall, Mr. Thomas made a brief statement or a 
< leeall brief plea for his interpretation, and then he explained he had to 
leave to catch a plane or go somewhere else. 
epre- Now, the other members of the Council spent quite a bit of time 
ae discussing this aspect, and I am sorry, Mr. Thomas, but I am afraid 


this is a case where everybody is out of step but you. 
rch, ] r ; 1 : v °° "iat. s . 
We agreed the Small Business Administration was wisely inter- 


which preting the term “counseling” as it appears in section 602 of the act, 
living that it was very logical to start out with the emphasis on this field 
hich of applied research, and, secondly, we agreed it would be highly 
mpaet impracticable to undertake throughout the United States a program of 


counseling in the sense of providing management consulting informa- 
tion to individual owners of small business with the means at their 


enters . 
disposal. 


s been 
I personally agree wholeheartedly with those two attitudes, and I 
nis ae want to give you just a few reasons why. 


With the limited funds available we felt, first of all, we could be 


» cities : eres ee 
a lot more helpful to these 414 million existing small businesses if we 


ai nete would devote or channel or direct the funds toward projects that 
a a would deal with problems which are common to a large number of 
cetime arms. ah eS 

aaa Let me interpolate here that I think it is important to remember 
13 eel the perspective on this thing. 


i ‘True, in some States there are needs for developing new business. 


am In all States there is a demand for helping the inventor of a new idea 
ana or a new gadget to get started in business. But let s not lose sight of 
agp 2 the fact that today we have 414 million small businessmen in this coun- 
try, and let’s not forget, according to the figures I saw in the paper 
ob cae yesterday, failures are running currently, even in these boom times, 
plenty at the rate of 14,000 or 15,000 a year, and then how many more times 
tie that figure are the cases where a small businessman goes out of busi- 
| hess without becoming bankrupt but just gives up because he cannot 

al make a go of it. 


I imagine the figures for that are far greater than the number of 


e many bankruptcies. 


earl But we felt, looking at the picture as a whole, we could start out and 

, help businessmen a lot more with the emphasis on research than 

Se ae by placing the emphasis on management consulting services which 

aid mal could only reach a comparative handful with the funds that we are 
ne back talking about. ' F 

_ Then, too, in this area of consulting, I think the parallel or the 

einai similarity with the county agent, agricultural agent, is a very good 

ceeaeail one. But these agricultural agents who are today doing such a highly 

. effective job in the rural communities have backing them up a tremen- 

; subject dous body of research information, and there is constantly going on 

_ atremendous amount of agricultural research financed by the Federal 

ber, Mr. Government, the State governments, the private companies that pro- 


ld. But duce equipment and supply farmers. 
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So I think the very key of the effectiveness of the county agent is 
the fact he has behind him this tremendous applied research program 
going on constantly. 

So that is the first step, and we must have that before this county- 
agent type of counselor is equipped to do the kind of a job he will 
have to do. 

We do not believe today we have anywhere near the volume of re- 
search information in the small-business management area that agri- 
culture has backing up this county agent. 

In fact, most of the literature and a good share of the research has 
been done in the medium and the big business field not in the small 
management field. 

Even the counseling, as our previous witness indicated in Texas, 
a good share of it is for medium and large-sized business. 

‘Now , management consulting or management counseling is a highly 
skilled ‘profession. There are a lot of the management counselors i in 
the country today. They are highly skilled, and I think more im- 
portant for our consideration here is the fact they are specialists. 

The management consultant whom you call in as a manufacturer, 
the chances are he would not attempt to appear as an expert on whole- 
saling, retailing, transportation, recreational services, or banking and 
finance. 

Even in the field of manufacturing alone, the counselor or the con- 
sultant on food processing, for example, I doubt would step in and 
appear as an expert on making furniture or building electronic test 
instruments. 

This is a highly specialized field, this field of management consult- 
ing, and it is something that cannot be done off the cuff. 

You cannot sit down with a business owner and in an hour or two 
find out what his problem is and tell him what the answer is. Man- 
agement consulting is a long, painstaking process, 

Many times the owner of the business does not know what his prob- 
lem is. He will tell you what he thinks it is, but the management 
consultant has got to go in and spend a lot of time carefully analy zing 
the situation, and then he has got to assemble some of this resear ch in- 
formation that is available and has a beari ing on the problem at hand, 
and then he is ready to go back with his recommendations. 

Then his biggest: problem, gentlemen, is getting the client to use the 
information. 

Management consultants will tell you one of their biggest head- 
aches is the beautiful black book of sicsaneneneieiioien the client pays a 
lot of money for, and then he sticks it up on the shelf and forgets it. 

So this final step of getting clients to use advice, even when they 
pay for it—we are not talking about free advice—is always a problem 
with consultants. 

So what I am leading up to is this: if you are going to set up a coun- 
seling office in a city of, say, 200,000 or more population, hea you 
have a large variety of manufacturing industry, where you have a 
large variety of these other types of business activity that T mentioned, 

you have to have some experts in each one of these fields if you are 
going to doa really effective job. 

I doubt whether $40,000 or, if you talk about matching funds, even 
$80,000 would support more than a single office in a city of 500,000 
or more. 
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In our larger cities we could not begin to scratch the surface with 
this $40,000 business. In our larger cities I doubt whether a single 
office would be sufficient to take care of the needs for the entire city 
and the suburban outlying area. . 

So I strongly recommend this present policy of the Small Business 
Administration channeling the funds into applied research and study, 
leaving counseling until a later stage, until we explore all of the 
ramifications and all the possible expense that we can get into if we 
are going to have an effective job—I recommend that that be held 
until later. 

Senator Proxmire. Well, thank you, Mr. Andersen. I think this 
makes an excellent and very provocative situation for the committee. 
We have had two extremely competent people represent conflicting 
viewpoints on this. As a matter of fact, more than two. There 
have been several people who, of course, have taken a viewpoint 
opposite from yours. We recognize they were interested in coming 
down to see what they could do to get a legitimate change in the 
administrative interpretation of the law. 

I would like to ask you some questions in connection with what 
you have said. 

No. 1, why should this not be permissive by States? It seems to 
me the presentation of Vermont, for example, indicates here is a 
small State which would have $40,000 or perhaps, matching it, $80,000, 
and which has one industry which is particularly important to it, and 
they may or may not decide to study recreation; but why could you 
not have a situation where you could have a combined research and 
primarily counseling job which would add up to a program of great 
help to small business in view of the fact that you stressed over and 
over again in your testimony the difficulty is you do this research 
and the small businessman does not read it, does not look at it, is not 
influenced by it. 

I recognize, I think, that the case you make for Illinois, where you 
come from, for Wisconsin, perhaps, for New York, Pennsylvania, 
New Jersey, is very compelling. It is hard to scratch the surface 
with $40,000 or $80,000 or more dollars. But for a smaller State, 
‘an you not go pretty far with it ? 

Mr. Anprersen. Well, Mr. Chairman, I wonder if we are talking 
about two entirely different objectives here. In one case I think I am 
discussing the problems of management, management of small busi- 
ness. I think in the case of these gentlemen who are urging that 
some funds should be channeled over in the direction of consulting 
or counseling, which is the term the lawyers use, the objective there 
is something different. 

I think basically the objective there is to develop the business in 
areas that feel a need for more industry. 

Now, those two objectives are entirely different. 

Now, if you gentlemen on the committee believe that you should 
satisfy both of these needs and take care of these entirely two different 
objectives, fine, and it is for you to decide. I would not express an 
opinion on that. Because there obviously is a need for development 
of industry in some of the areas of the country that Mr. Thomas and 
the gentlemen from Vermont and Maine represent. 
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Senator Proxmire. Now, disregarding the developing new industry, 
it seems to me that as to an established firm that is having difficulty, 
that needs counseling or needs an understanding of these changes 
you talked about, the technological changes and the marketing changes 
and the foreign trade changes and so forth. Perhaps ina small State 
this fund might make that more readily available, more effectively 
available through counseling than it would through a research study. 

Mr. Anpersen. Well, in my testimony I tried to point out the fact 
that a little informal counseling service set up by an organization 
sponsored by the State where you call in: businessmen or faculty 
people from a university to do it on a free part-time basis, I do not 
think that is going to be very effective. That is not the kind of coun- 
seling service that business ‘ordinarily requires. 

If I may, let me give you one example which is very close to 
home. 

We have on the staff of our association 18 people. We have gotten 
into a problem of internal organization, and we have gotten into a 
problem of the setup of our member committees. We are right now 
in the midst of retaining an outside management consulting firm to 
do that little job. 

Senator Proxmmer. You are talking now about your association? 

Mr. Anpersen. About our association he: adquarters’ office. 

Senator Proxmire. I see. 

Mr. AnversEN. In that sense we are a small business. We have a 
small office of 18 people. Yet, to get this management consulting 
advice on this problem, we expect to have to pay from $6,000 to 
$12,000 and have a man assigned to the job for 6 or 7 weeks. 

Now, to say a little firm employing 15 or 20 people can have a 
problem solved by calling in some volunteer who can spend an hour 
or two sitting down with the owner of the business, frankly, I do not 
think that is practical. 

Senator Proxmire. Now, in your statement you talk about manage- 
ment counseling being a highly skilled profession, one in which there 
are many spec ialists. You point out how important it is to get the 
people who have had training and perh: ups a lifetime of experience in 

the particular industry and understand its problems and how difficult 
it is when you only have $40,000 to work with. 

I understand that, of course, but I am just wondering if there 
are not certain general problems of business, particularly cost ac- 
counting, for example. 

Mr. ANpersen. Yes. 

Senator Proxmire. Which almost every business has and which 
many, many small businesses can use a great deal of helpful instruc- 
tion in, and research is not going to help them a great deal, but 
counseling may. 

Mr. Anpersen. You have to have a man who knows a great deal 
about the industry to advise a company president intelligently. 

Senator Proxmme. You say in your statement: 


Analysis of the large number of business failures each year invariably dis- 
closes the most frequent single cause is the lack of management experience, 
skill, and ability. 

It would seem to me that counseling, while obviously it can only help 
a fraction of the 414 million businesses, can help it to a far greater 
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degree than research is likely to. This is the problem we seem to be 
up against. 

I think it is apparent that the Federal Government is not going 
to engage in any very great program—perhaps a little bigger than 
this, but not much. We are going to have this huge number of small 
businesses, and it is a question of how the Small business Administra- 
tion and the Congress can strike a balance here, it it not? 

Mr. ANversEN. Well, I think, Mr. Chairman, the question is: Are 
you going to help a comparatively few with this counseling service? 
You could not reach m: uny people with $40,000 or with $80,000 if we 
are talking about matching funds. 

Senator Proxmire. Let me ask you at that particular point: Is 
it not true where you do help a business it becomes a story that spreads 
around through the community and even perhaps through the State 
and an understanding and appreciation of the values of research, the 
values of sound business principles of cost accounting, things like 
that, become better known? 

Mr. ANDERSEN. Sure. 

Senator Proxmire. So it is possible that kind of counseling may be 
helpful by example. 

Mr. Anprrsen. Sure; but at the same time I think today you will 
find in most States a great many small merchants, let us say, in the 
central business areas are faced with a serious proble m: What should 
they do about this trend to the outlying shopping centers? 

Well, if we could spend the $40, 000 or $80,000 not on counseling 
two or three of them but in studying this problem i in different areas 
of the country and coming up with some general rec Ss maalasee 
I should correct that to say “with some very specific recommenda- 
tions”—on how this problem should be dealt with by the small mer- 
chant in the downtown area, would not we be helping a lot more 
people than we would by counseling? That is my point. 

Senator Proxmie. I think it is an excellent point and certainly 
a very effective presentation. You leave the committee in a position 
where I am sure it is going to be concerned with two very legitimate 
viewpoints which we may “have trouble resolving. 

Thank you very much. 

Mr. Anversen. Thank you very much. 

(The prepared statement of Mr. Andersen follows :) 












STATEMENT OF KENNETH ANDERSEN, EXECUTIVE VICE PRESIDENT, SCIENTIFIC 
APPARATUS MAKERS ASSOCIATION, CHICAGO, ILL. 


Mr. Chairman and members of the committee, I am Kenneth Andersen, exec- 
utive vice president, Scientific Apparatus Makers Association, 20 North Wacker 
Drive, Chicago. This is a national trade association, comprised of 232 manu- 
factureres and distributors of scientific instruments and laboratory apparatus, 
located in all sections of the country. 

My appearance before your committee this morning, however, is not as a 
spokesman for the Scientific Apparatus Makers Association, but as a member 
of the Management Research Advisory Council of the Small Business Adminis- 
tration. I thank you for the opportunity to express views which are purely 
personal. 

The council, a group of 12 businessmen, is an advisory body appointed by the 
Small Business Administration Administrator and serving without compensation 
or payment of travel expense. Our principal duty is to examine and make re- 
commendations with respect to the merits of an application for a grant for funds 
to support studies, research, and counseling as provided for in section 7(d) of 
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the amended Small Business Act (Public Law 85-536, 72 Stat. 385, sec. 128.7), 
which reads as follows: 

“(e) Section 7 of the Small Business Act is amended by adding at the end 
thereof a new subsection as follows: 

“*(d) The Administration also is empowered to make grants to any State 
government, or any agency thereof, State-chartered development credit or 
finance corporations, land-grant colleges and universities, and colleges and schools 
of business, engineering, commerce, or agriculture for studies, research, and 
counseling concerning the managing, financing, and operation of small-business 
enterprises and technical and statistical information necessary thereto in order 
to carry out the purposes of section 8(b)(1) by coordinating such information 
with existing information facilities within the State and by making such in- 
formation available to State and local agencies. Only one such grant shall be 
made within any one State in any one year, and no such grant shall exceed an 
aggregate amount of $40,000. Such grants shall be made from the fund estab- 
lished in the Treasury by section 602(b) of the Small Business Investment Act 
of 1958.’ ” 

This amendment became effective August 21 with the passage of the Small 
Business Investment Act of 1958 (Public Law 85-699, 72 Stat. 689). 

Since that date the first series of grants totaling almost $2 million have been 
awarded to 52 State agencies and institutions. Prior to selecting the recipients, 
the newly established Management Research Advisory Council met in Wash- 
ington on June 9 and 10, 1959, with Wilford White, Director, Office of Manage- 
ment Research Assistance and T. Stanley Gallagher, Chief, Research Studies 
Division, Office of Management and Research Assistance, and their associates. 

Members of the Council examined and discussed all proposals from each 
State before we selected those to be recommended for approval by the Ad- 
ministrator. The agenda of this session included a discussion of the general 
aspects and value of this newly inaugurated service of the Small Business 
Administration. 

Based on this personal experience and knowledge of the grants for small 
business research program, I respectfully recommend— 

(1) appropriations at the $2 million annual level be continued so that 
additional grants may be made in the fiscal year 1961 and succeeding years; 

(2) the present policy of the Small Business Administration with respect 
to approving projects of a research or study nature should be continued in 
preference to attempting to provide a management counseling type of service 
to individual owners of small concerns. 

The dynamic character of our business world is constantly raising new basic 
problems for small business that require research and study. Among the 
changes that are currently taking place are the impact of outlying shopping 
centers on central business areas of our cities, changes in means of transporta- 
tion, shifting patterns of competition due to larger volume of imports from 
abroad, the increasing technological aspects of production, need for developing 
industry in areas that are predominantly agricultural, the rapid expansion in 
recreational products and services, need for more extensive market research, 
and the increasingly aggressive competition of big business. These are merely a 
few of the many problems that merit careful study in our efforts to provide help- 
ful information to owners of small concerns. 

Large companies have the financial resources to do research within their own 
organizations and to employ outside private agencies to assist in developing 
policies and methods required to adjust operations to the changing environment, 
but smaller firms do not have the funds or manpower to compete in this area 
of management. Indeed most of them are fortunate if they can allocate sufli- 
cient funds to technical research and development of new and improved products 
or services, a must in the modern era of increased emphasis on technology. 

No doubt the Congress recognized this handicap of smaller firms when funds 
were authorized for research, study, and counseling in the Small Business In- 
vestment Act approved last August. 

In my opinion the Small Business Administration made a splendid start in 
the promotion of research aimed directly at management problems of small 
companies. This agency has already made plans to summarize the results of 
the research so that information will be available to businessmen in a condensed 
usable form. 

May I respectfully urge that the experiment be continued without interruption 
for at least a few years until we are in a position to obtain some measures 
of its value to business. The 52 grants made in June 1959 cover only a small 
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fraction of the many management problems that should be studied. When the 
Management Research Advisory Council examined all the proposals submitted, 
it was necessary in a number of cases to withhold favorable recommendations on 
projects of obvious value because of the limitation on number of grants made in 
each State. We suggested that the institutions that submitted these proposals 
be encouraged to resubmit them in the next fiscal year. 

During the last 30 years the universities, business associations, and private 
publishing firms have produced an impressive list of books dealing with all 
phases of management. Unfortunately for small business a great majority of 
these publications are concerned with management of larger companies. Seldom 
does the author whose experience is usually in the world of medium- or large- 
scale companies suggest steps that are practicable for the firm that employs 5 or 
100 persons. 

This gap received attention in the publications of the Small Business Ad- 
ministration. The small business firm owner who has little time for reading 
and study obtains highly useful information in condensed, easy-to-read form. 
I know by personal experience that the smaller companies find these publica- 
tions extremely helpful. When new titles are called to the attention of mem- 
bers of the association that employs me, we usually receive requests from a 
substantial number who wish to have copies. 

Undoubtedly the research program initiated this past year will result in many 
valuable additions to this body of small company management literature. 

Analysis of the large number of business failures each year invariably dis- 
closes that the most frequent single cause is the lack of management experience, 
skill, and ability. In many instances other immediate causes of failure, such 
as inadequate financing, inferior product, obsolete product or service, etc., can 
be traced back to a primary cause which is in reality lack of management ex- 
perience and ability. Whatever we can supply in the way of tools, and cer- 
tainly research is a most effective one, to assist small business managers in 
developing skills and supplying more information on which to base policy de- 
cisions, will serve to reduce the number of such failures. 

My second recommendation is concerned with the type of project to be sup- 
ported by funds from this appropriation if it is continued. The statute does 
authorize “counseling” as well as “studies and research” as one of the purposes 
for which grants may be made to State agencies and educational institutions. 
Apparently there are opposing views with reference to the interpretation of this 
term “counseling” and the extent to which it would be possible to provide, 
with the level of funds contemplated, a service which individual business owners 
could utilize to obtain management consulting assistance. When the subject 
was discussed by members of the Management Research Advisory Council, a 
large majority of members readily agreed that the Small Business Administra- 
tion was acting wisely in drafting their administrative regulations to provide 
that proposals for grants should be primarily devoted to study and research. 
Further, they agreed almost unanimously that it would be totally impracticable 
to establish a counseling service in the form of management consulting assistance 
to be offered gratis to individual company managers. I agree wholeheartedly 
with this opinion. 

Let us consider briefly a few major reasons for this attitude. In this early 
stage of experiment, business itself will obtain the maximum benefit from re- 
search on problems that are shared by a comparatively large number of firms. 
It would be premature to start a counseling service for individuals until such 
time as the Small Business Administration has developed, through the sponsored 
research program, a body of factual information and management recommenda- 
tions to serve as a background for counselors who would be suggesting steps 
to be taken by managers of concerns experiencing major difficulties. 

An obvious similarity exists, I believe, between this type of business manage- 
ment counseling and the advisory services of the county agent in rural areas. 
The county agent provides an immensely effective service, but this effectiveness 
is made possible by the vast amount of research supported by Federal Govern- 
ment and State government agencies, as well as universities and manufacturers 
of supplies and equipment used by farmers. Information resulting from this 
research is disseminated by the county agent in much the same fashion envisaged 
by those who believe that Small Business Administration funds should be used 
to provide a business management counseling service. 

The huge amount of research information available to agriculture has no 
parallel whatsoever in the small business management field. This kind of in- 
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formation simply does not exist in any sizable volume. We must first make far 
greater progress with the research program initiated last year before we can 
properly equip those who seek to counsel small businessmen on how to manage 
their affairs. And, like agriculture, this research must be continued on a per- 
manent basis. 

Management counseling is a highly skilled profession, one in which there are 
many specialists. The counselor in manufacturing may be poorly equipped by 
training and experience to offer expert advice in the management of banking 
and financial concerns, wholesaling, retailing, transportation, the service in- 
dustries including recreational enterprises. Even in the field of manufactur- 
ing alone a specialist in management of food processing companies may be poorly 
equipped to offer expert advice on furniture production or the manufacture of 
electronic test instruments. This means that any office established to provide 
counseling service must be staffed with a variety of experts if it is to offer a 
helpful service 

True, there are some single industry towns, but almost all cities with 
populations of 100,000 or more have a variety of manufacturing industries 
plus most of the other forms of business activity just mentioned. The staffing of 
counseling offices in such communities throughout the country would involve a 
tremendous personnel recruitment problem. Specialists in all fields of business 
would be required to provide adequate service in the large metropolitan centers 
and in these cities I seriously doubt whether a single office would be able to 
service the entire metropolitan area. 

When we interpret the term “counseling” to mean “individual company man- 
agement consulting service,” we are embarking on a program of Government 
competition with a large body of professional business management consultants. 
The step would be comparable, in my opinion, with initiating a program of 
completely free medical service or legal service to all citizens regardless of 
their personal financial circumstances. The implications of this step are so far 
reaching that basic underlying policies should be thoroughly explored. 

Finally, it is pertinent to question the extent to which this type of counseling 
service can be supplied with the level of expenditure that we are discussing 
today. Could we even scratch the surface in making free counseling service 
available to more than 4% million small business firms and to State or local 
government agencies that seek to develop new industries with a maximum outlay 
of $40,000 in each State? This amount would scarcely cover the annual expense 
of supporting a single adequately staffed office in a community of 200,000 or 
more population. 

Under these circumstances, how would the Small Business Administration go 
about designating the community in a single, large industrial State to be served 
and how would an office thus established develop a priority system for screen- 
ing the large number of local small firms to select a few that it would be able to 
help? 

May I respectfully recommend, therefore, that since there are many problems 
to be solved and questions to be answered before the Small Business Adminis- 
tration could possibly embark on a program of making funds available for 
counseling individual businessmen in how to manage their firms successfully, 
that the present policy of confining grants to support research and study be 
approved. 


Senator Proxmme. I have to be on the floor, unfortunately, in a few 
minutes, and I wonder if Dean Weimer and Dean Woodruff and 
ie: Strong can possibly return this afternoon at, say, 2 o’clock or 
2:30. 

May Lask you individually ? 

Dean Weimer, can you make that ? 

Dean Weimer. Yes. 

Senator Proxmire. Dean Woodruff ? 

Dean Wooprurr. Yes; I can, sir. 

Senator Proxmire. Dr. Strong? 

Dr. Strone. Yes, sir; I can. 

Senator Proxmire. Thank you very much. I apologize to you gen- 
tlemen. You are wonderful to be here all morning and I feel very 
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badly that we are not able to accommodate you, but it is just one 
of those things ; we could not do so. 

I will see you at 2 o’clock, then. 

We will adjourn until 2 o’clock. 

(Whe sreupon, at 12:42 p.m., the subcommittee was recessed, to be 
reconvened at 2 p.m. this date. ) 









AFTERNOON SESSION 





Senator Proxmire. The subcommittee will come to order. 

Our first witness this afternoon is Dean Arthur Weimer, School 
of Business at Indiana University. 

Dr. Weimer. 

We are very honored and happy to have you, and I am very grate- 
ful to you for being willing to wait until this afternoon. 


STATEMENT OF DEAN ARTHUR WEIMER, SCHOOL OF BUSINESS, 
INDIANA UNIVERSITY 


Dean Wermer. Thank you very much. It is nice to be here. 

I have submitted a st atement, Mr. Chairman, which I think in the 
interest of time I will summarize and make a few other points, then. 

Senator Proxmire. Then, without objection, the statement will be 
placed in the record as submitted to the committee. 

Dean Weimer. I think there are two or three general points I would 
like to make. 

One is that while we are concerned here with small business we 
are concerned with it in a manner that we hope will benefit the country 
as a whole and we are not interested in developing things which will 
just help small business as such. 

We are interested in the kind of program which will, through in- 
creased efficiency and better operations, result in passing on through 
competition and lower prices or better quality of products some values 
to the ultimate consumer. 

I think, too, small business is not only numerically important but 
it probably is one of the main means we have of maintaining the 
dynamic quality of the American economy, which is very important. 

Hence, I think it is appropriate that your committee engage in 
programs of this type which can be helpful in improving it, and I 
think in that manner improving the American economy. 

I think, too, the economy is in a general way shifting from one that 
had a large proportion of business activity engaged i in manufacturing 
to one that is now shifting more toward service types, and this is an 
area in which small business has some advantage. Hence, I think we 
are here considering a trend of development which is important as 
time goes on. 

Senator Proxaie. Do you have any figures on that, Dean? 

Dean Weimer. Not that IT can fnstite here, but I think most of the 
reports of business populations and proportions in various lines will 
indicate a growing number in the service lines as against the manu- 
fac ‘turing lines. At Indiana U niversity, we have ‘been engaged in 
various types of business research for a long number of years. We 
can classify research in a lot of ways. This morning, we heard dis- 
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cussions of basic and applied research, and I confess I have always 
had some trouble drawing a very sharp line between them. 

But I suppose by applied research we mean lines of activity which 
are more directional, which are more immediately likely to be useful 
than basic research which may be dealing with fundamental problems 
but which may not seem to get applic ability. 

We try to do both types. “We also do research that we think is of 
benefit to all business. 

Senator Proxmire. Can you give one or. two instances of basic 
research that you have engaged in ¢ 

Dean Werner. Yes. 

Well, I think basic research is the sort of thing which may have to 
do with understanding market composition, understanding organiza- 
tional structure, basic relationships. 

Senator Proxmire. But not a specific market? 

Dean Weimer. That is right. Something which is broad in its 
application. Research in understanding decision making as a process 
would be basic as it applies to all decisions. 

Senator Proxmire. Now, you feel that this program is more use- 
ful if it is devoted primarily to applied or basic research? 

Dean Werner. Well, I do not think we need to distinguish. I 
think if, in the course of the program, we hit on some things that 
would have basic applicability, we ought to pursue this opportunity. 
But I think we are—— 

Senator Proxmire. Well, it is a very limited amount of money. 

Dean Weimer. That is right. 

Senator Proxmirr. And it would seem to me it might be useful if 
we could hit one area and hit it hard or harder, since we have such a 
limited amount of funds available, rather than try to vaguely hit every- 
thing a little bit. 

Dean Wermer. I think this is true. I think we can call our shots 
a little more closely when we deal in applied research. 

On the other hand, if any of us who are participating run onto 
some basic opportunities, we think we ought not to deny ourselves an 
opportunity of pursuing them. 

I think we might think of certain kinds of research as environ- 
mental. They are important to all business. There is research deal- 
ing broadly with the general environment in which business is con- 
ducted, or ‘changes in ‘it, or, more specifically, perhaps regional. 

We just recently finished a study of potential impact “of the St. 
Lawrence Seaway in our area. This, of course, will benefit all busi- 
ness in our area, large and small, and in many different lines. 

Then there is research which may benefit certain specific lines, re- 
search in manufacturing or 1 retailing or some other line. 

And then I think there is also research which is more specifically 
beneficially to small business. 

Here, one aspect of this is the adaptation of methods may be de- 
veloped by big business to small business, the adaptation of develop- 
ments in one line of business to another, or developing new concepts 
we may not have known about before. 

In our plans for the research with the Small Business Administra- 
tion under this act, we are attempting to develop financial and cost 
controls we hope will be helpful to six principal lines of business— 
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auto dealers, appliance dealers, hardware dealers, oil jobbers, the 
men’s clothing business, and all home builders. 

We hope by drawing on existing knowledge, developing some adapt- 
ations through case st udies of businesses in these lines, we can provide 
some things that will be useful. 

We heard this morning a good deal of discussion about the use of 
results, and here I agree isa big problem. 

Over the years at Indiana w e, of course, publish the results of re- 
search. Many universities have business reviews which circulate 
fairly widely, some of the special journals, such as our Business 
Horizons. 

We have books, pamphlets, monographs, and the like. 

We use the results of the research in teaching, on campus, off cam- 
pus, in correspondence courses, in extension courses. We have 10 
extension centers out through the State, and we reach a great many 
people this way. 

We have conducted correspondence courses with trade associations 
giving them the benefit of our research, and they then disseminating, 
through their trade journals and actual correspondence courses, the 
results of it. 

Then we have worked with trade associations through their con- 
ventions, special programs, special schools, some of which are con- 
ducted on campus and off. 

I think in this way we reach a great many people. 

But we have done no direct consulting, because we do not believe 
this is our province. We do not believe we are equipped to do it, and 
we think by going through the trade associations, through other or- 
ganized business groups, we have a greater impact and greater ac- 
cept ibility. 

We are a little sensitive, too, about being in competition with man- 
agement consulting firms who might resent it if we went too far in 
this direction. 

Further than that, we do not believe we could reach very many peo- 
ple, and if we want to be fair we cannot offer to do something for one 
firm ora few firms that we cannot do for all. 

We find that the accounting firms, the CPA firms, are doing a great 
deal more which is helpful to small business, and we have provided 
through their association some information which is helpful, I think, 
and has had some results. 

I think of the present program as a stimulative program. I think 
somebody referred to it as a catalytic agent. It serves to emphasize 
the imporiance of research in the small business field. It has focused 
attention on it. It has helped us, I think, to divert some of our ener- 
gies in this direction where they might have gone into other directions. 

However, it isnew. We are just beginning our experience with it. 

I would be inclined to think we ought to carry on for a time and 
see what our experience shows rather than to immediately begin to 
develop changes in it without testing out what we have been able to 
do so far. 

I think from a matching standpoint the States are already doing a 
great many things that the Federal Government is, in effect, only 
beginning now to match in this field—some of the efforts and ex- 
penditures the States have been making all along. 


462 SMALL BUSINESS AMENDMENTS OF 1959 


That, Mr. Chairman, I think is a brief summary statement of what 
I have to say. 

Senator Proxmire. All right, Dean. 

I would like to ask you just a couple of questions, particularly on 
this matter of no direct consulting. 

You say you use trade associations. What evidence do you have, 
if any, that the research that you have been able to do under this grant 
has been used or has gotten into the hands of small business usefully? 

Dean Weimer. You see, under this grant we are just beginning In 
fact, the funds were only available July 1 of this year. 

Senator Proxmire. Let me put it ina different way. 

Dean Wermer. I could give you examples of other research of this 
kind we have done. 

Senator Proxmire. Of this type? 

Dean Weimer. Of this type. 

Senator Proxmire. Fine. 

Dean Wermer. Here, for example— 

Senator Proxmire. I want to know how research of this type has 
been used. 

Dean Wermer. Here is the National Retail Hardware Association. 
This was a study of inventory, turnover, and control. The trade 
association took this. This is fundamental. There are about six 
others of these which they distributed through their organization 
and conducted seminars, even correspondence courses. 

This has been a very effective way of getting the material out 

This is a little study of prefabricated home marketing which we 
did originally under a grant from the Housing and Home Finance 
Agency in about 1950. This was distributed largely through the 
trade associations in this field and had some use. 

Senator Proxmire. Do you have any reports from trade associations 
on the usefulness of it? Have they been able to give you any ex- 
amples or anything of that kind? 

Dean Werner. Yes. 

Senator Proxmire. Any indications of a feeling it has been helpful? 

Dean Wermer. Yes. 

Senator Proxmire. These are Indiana trade associations? ‘Trade 
associations ? 

Dean Wermer. Some are in the State. Some are national. This 
hardware one is national in this case. The housing study was na- 
tional. 

But in the locality we have done work with the Indiana Bankers 
Association, for example. We have a lot of small banks in the State. 
This was particularly on their personnel policies, We have had a 
very excellent response on this. 

Senator Proxmire. Would you be completely satisfied with the 
definition of counseling as it appears in the Federal Register? Let 
me give it to you the way, as I understand it, the law is ; interpreted 
by the SBA. “Counseling means “consulting and advising with SBA 
for the purpose of developing information concerning the managing, 
financing, and operation of small business enterprises, such informa- 
tion to be ch: anneled through SBA through the use of national, State, 


and local agencies and institutions listed in section 8(b) (1) of Small 
Business Act.” 
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Dean Wetmer. Yes, I think I would agree with that. In other 
words the Small Business Administration had its regional offices, 
field offices—— 

Senator Proxmire. The point I am trying to make is that this is 
counseling of people who are engaged in the research, I understand 
from here, with the SBA, rather than counseling with small businesses 
on their particular specific problems of the day. 

Dean Werner. Yes. 

I would rather not try to reach individual smal] businessmen except 
in groups of some kind, either a trade association, a local group or 
something, oraclass. We conduct these classes. 

But I do not believe we as a State university could hold ourselves 
out with the promise of taking on all comers and counseling business- 
men individually. 

Senator Proxmire. Do you find there is a general approval in In- 
diana for this program ¢ 

Dean Wermer. Yes, I think it has been well accepted. 

Senator Proxmirr. Has it been well enough accepted so there could 
be matching grants from the State for such program if it were put on 
that basis ? 

Dean Weimer. Well, I think it could be done. I think, however, 
the Federal Government is only beginning to put some funds in here. 
I think we have put ina lot more. I think they probably would match 
aspecific request for matching. 

But I would like to see this thing move along for a couple of years 
with some experience and see what kind of experience we have in it. 

Unfortunately, here we are trying to pass judgment on something 
which is only beginning. 

Senator Proxmire. Would you have any particular objection if it 
were made permissive, in other words, if it were left to the smaller 
States, like Vermont, which on the basis of testimony this morning 
seems anxious to engage in direct counseling? Forty thousand dollars 
would go somewhere on that kind of basis, especially if matched. 

In a State like Indiana or Wisconsin it would not go very far. 

Would you feel it would abuse the purpose of this kind of an act 
if the law were amended ot permit that? 

Dean Wermer. Well, I think it leads into some difficulties. I do 
not think even in Vermont—I do not know what percentage of the 
country’s business population they have, but if it is 1 percent, it is 
40,000. 

Senator Proxmire. I doubt if they would have that big 

Dean Werner. If it is half a percent 

Senator Proxmire. They have one Congressman out of 435, so I 
presume it is about a quarter of 1 percent. 

Dean Weimer. A quarter of 1 percent? Well, that would be what? 
About 1,000, I guess. A thousand firms. Well, they might begin 
to handle a thousand. 

Senator Proxmire. Of course, most firms would not necessarily 
be engaged in any particular project. 

Dean Wermenr. I have a feeling, and I think our experience dem- 
onstrates, we can make good use of existing agencies in this matter. 

Senator Proxate. W ell, thank you very much, Dean. I very much 
appreciate your testimony. 
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(The prepared statement of Dean Weimer follows :) 


STATEMENT OF DEAN ARTHUR M. WEIMER, SCHOOL OF BUSINESS, INDIANA 
UNIVERSITY 

Federal support of research in the small-business field should be of substantial 
benefit to society as a whole. While the improvements which result from such 
research will be made by small-business firms, the end result typically should 
be increased efliciency in operations, lower costs, and hence lower prices which 
as a result of competition will be passed on to the consumer. 

A good illustration of this is research that would improve the operations 
of the small-home builder. We completed a study along this line under a grant 
from the Housing and Home Finance Agency in 1951 and a number of benefits 
resulted. While this research stressed the area of prefabricated housing, most 
of the dealer-builders in this field are small operators and have about the 
same relationship to the manufacturer of houses that automobile distributors 
or filling station operators have to the companies that supply their products. 
These housing studies anticipated problems that have evolved in more recent 
years including those related to land development, to trade-in houses, and a 
number of others. 

Small business largely is responsible for maintaining the dynamic quality of 
the American economy. Many of the larger firms today were once smaller 
businesses. The development of new products and new methods often forms 
the basis for new ventures which usually are small at the outset. Research 
which will improve the quality of management and the efficiency of operations 
thus will be helpful in the success of new small-business ventures. 

The American economy is shifting from a predominantly manufacturing to a 
service type of economy. This probably means that the opportunities for small 
business will be expanding in the years ahead, particularly since smaller firms 
appear to be well adapted to the service trades. Thus, research support should 
be particularly helpful in the development of this expanding area of small- 
business opportunities. 

The results of Federal support of research in the field of agriculture may 
well be duplicated in the small-business field. Certainly the record of increased 
production through research in agriculture has been an impressive one. 

The School of Business of Indiana University has had long experience with 
research in the small-business field and could, with additional support, expand 
its programs of this type. A number of studies ranging over the period since 
1939 have been completed including: 

‘Business Turnover of Indiana Retail Trades” by G. W. Starr and G. A, 
Steiner 

“Costs of Retailing Coal” by G. W. Starr and H. C. George 

“Operating Costs of Retail Lumber Dealers” by G. W. Starr and H. C. George 

“Marketing of Prefabricated Homes in the East North Central States” by 
Gordon J, Chapman 

“Construction Financing of Single Family Homes in the Middle West” by 
Robert O. Harvey 

“A Study of Relations Between an Automotive Manufacturer and Its Fran- 
chised Dealers” by William L. Haeberle 

“Some Investment Policies and Practices of Selected Small Life Insurance 
Companies” by James W. Leonard 

“Some Management Problems of the Small Family Controlled Manufacturing 
Business” by Grant H. Calder 

“Financing the Construction of Prefabricated Houses” by Arthur E. Warner 

“Methods of Agency Continuation” by John D. Long 

“Legal Aspects of the Board of Directors in the Very Small Corporation” 
by William R. Hammond 

“Management Problems of Selected Small Machine Tool Firms During 
National Emergency, 1950 to 1952” by Thomas S. Issack 

“Case Studies of Personnel Administration in Small Branch Manufacturing 
Plants” by Robert H. Cojeen 

“Automobile Franchise Agreements” by Charles M. Hewitt 

“Location Problems of Savings and Loan Associations” by Fred W. Kniffin 

“Organization Practices and Problems of a Selected Group of Small Manu- 
facturing Companies in Southwestern Ohio” by Harold F. Puff 

“A Study of, and Recommendations for, Inventory Policy and Practice in 
the Retail Hardware Trade” by Carl T. Eakin 
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“Applying Management Fundamentals to Life Insurance Agencies” by Ed- 
ward J. Morrison 










































ANA Some of these studies have been published. For example, the study of auto- 
mobile franchise agreements was published in book form and also was covered 
, by articles in trade journals. Publications by the Bureau of Business Research 
fantial | include the study of management problems of small family controlled manu- 
n such | facturing firms, the financing of prefabricated homes, and the study of construc- 
should tion financing of single-family homes. 
which Some of these studies have resulted in legislation. For example, the study 
, of automobile franchise agreements formed the basis of the so-called good faith 
rations | jevislation which has helped to improve relationships between automobile dealers 
} grant | and manufacturers. 
enefits In some cases our studies have formed the basis for manuals that are widely 
;, most | ysed by business firms. This was the case in the study of inventory policies 
ut the | and practices for the retail hardware trade. In some instances studies have 
ibutors | formed the basis for correspondence courses and special courses. 
oducts. Almost all of our research has been useful in our teaching programs which in- 
recent | ¢lude a special small-business course for seniors who are planning to enter fam- 
and a ily businesses or start their own businesses, our university extension programs, 
. our special courses offered in cooperation with the Small Business Administra- 
lity of tion, and in addition, the results of research are often used by trade associa- 
smaller | tions for their conventions and other programs. 
. forms The results of research are made available not only through courses both 
esearch on and off the campus, but also through publication in the Indiana Business 
rations } Review, in Business Horizons, both published by the Bureau of Business Re- 
search, and pamphlets, monographs, and books published by the bureau. Thus, 
ng to a | the results of support which would bring an expansion of research activities in 
r small | the small-business field will be placed quickly in the hands of those who can 
r firms | make most effective use of them. 
should A number of our research projects, of course, are of benefit both to large 
small- | and to small business. This is particularly true of studies pertaining to the 
business environment such as our recently completed studies of the potential 
re may | impact of the St. Lawrence Seaway and of the Ohio River development. Simi- 
creased } larly, an analysis several years ago of the economic growth potential of the State 
: of Indiana proved to be beneficial to the planning programs of both large- and 
ce with | small-business firms in the State. 
expand Sometimes business schools have been criticized for providing courses which 
od since | are directed more toward large business than toward small business. It is not 
our intention that this should result but there is little doubt that case reports 
d G. A. | ana study materials are more generally available from large than from small 
firms. Expanded research programs in the small-business field would help to 
provide a more balanced supply of materials. 
, George 


Our record of research of interest to small business over the years certainly 
indicates that much can be accomplished. A great deal more could be done if 
adequate financial support were available. 

We are currently undertaking a study under a grant from the Small Business 
Administration which will have for its principal purpose the improvement of 
financial and cost controls in six lines of small business including automobile 
dealers, hardware retailers, appliance dealers, oil jobbers, small-home builders, 
and men’s clothing stores. We believe that great benefit will result from these 
studies and that similar studies can be undertaken to advantage in a number 
of other lines of business in the years ahead. 


Our next witness is Dean A. M. Woodruff, George Washington 
University, Washington, D.C. 

Dean Woodruff, we are very happy to have you, sir, and once again 
lapologize for having kept you. 
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STATEMENT OF DEAN A. M. WOODRUFF, GEORGE WASHINGTON 


UNIVERSITY, WASHINGTON, D.C. 
’. Kniffin 


ll Manu-}| Dean Wooprvrr. As the self-appointed spokesman for the witnesses, 


we would like to thank you for your courtesy and great patience, 


actice In | Which we seldom see this side of Heaven. 
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Senator Proxmire. Thank you. 

Dean Wooprurr. I have a prepared statement which I will sum- 
marize with your permission. 

Senator Proxmire. Without objection, your statement will be put 
in the record as written, and you can summarize it. 

Dean Wooprurr. The witnesses that came before have looked at 
either one or the other side of a coin. When the coin is dropped, only 
one side comes up. 

I would like to make the point that when the coin is held with a 
little effort and not too close to the nose that both sides of the same 
coin are visible. 

I think the question of research and the question of counseling are 
so closely associated that the effort to pull them apart and treat them 
as two separate pera is self-defeating. 

The point was made by Mr. Anderson and by several others that 
there is a profound need for research. 

Senator Proxmire. Could I ask you at this point, Dean, by “coun- 
seling” would you accept the definition as I just read it? In other 
words, counseling between the State research organization and the 
SBA? Or would you view counseling as counse Jing between the re- 
search organization and small business ? 

Dean Wooprvrr. I would accept your definition of counseling, 
Senator. 

Senator Proxmire. You mean which is—— 

Dean Wooprurr. The definition in the directory. And let’s just go 
on from there. 

Senator Proxmire. Very good. 

Dean Wooprvrr. I think the need for research behind counseling 
has been demonstrated many times. The effort of various people to 
undertake counseling without adequate knowledge of what they are 
doing has led to some very peculiar situations. 

To cite one or two examples out of my own experience, I was ques- 
tioned by a TV dealer as to why he had a difference in cost between 
ive stores, one in Pittsburgh and one in a community not far away. 

I did not have the information with which to give him any kind of an 
answer. 

I suspect there is a difference between Fond du Lac and some other 
parts of Wisconsin. I am sure there is a tremendous difference be- 
tween running a resort in southern Maine, where I happen to be a 
property owner, than in northern Maine where the situation is quite 
different. 

There is a tremendous mass of this kind of information which is not 
within the grasp of the counselor when the counselor faces the man 
who needs advice. 

A point has been made, sir, from time to time this morning that 
the tremendous amount of research which has been done reduces the 
need for further research at the moment, and I would like to take a 
position in opposition to that. 

My organization at the University of Pittsburgh, where I was for 
many years, prepared a bibliography of the various things which 
have been written on the subject of small business. There are 3,500 
titles in this book. An appropriate verse and Scripture to place on 
the outside is, “Who is this that darkeneth counsel with words with- 
out knowledge ?” 
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The writing in this field has displayed a hideously dismal, uniform 
mediocrity. 

It has been my hope, and I think the hope of my academic col- 
leagues who were here this morning, that the program which your 
committee launched last year is going to raise the quality of research 
and quality of information made available to the point where the 
counselors can really counsel. 

On that I would tike to comment somewhat on the enormous di- 
versity of small business. This is not an animal, sir; it is a zoo, a great 
big one. There is more difference between a firm employing 2 or 3 
people, let us say, a small garage, and a firm employing 15 people— 
that is a ratio of 1 to 5—than there is between a firm employing 500, 
which would still be considered a small business, and a firm employ- 
ing 1,000, which would not. 

Most of our information on small business deals with medium-sized 
firms—50 or 60, to 300 or 400. 

We are woefully ignorant on the very small firms. This is where 
the highest mort ality occurs. This is where the maximum waste of 
human resources occurs. This is where the very high annual mor- 
tality and high annual turnover occurs. 

This, incidentally, is why Cities Service Co. set up the department 
which was mentioned under Mr. W hite, who has done an outstanding 
job for that individual company. 

_ Now, for these reasons, sir, I strongly urge that a program of re- 
search and factfinding be continued. 

But, now, the other side of the coin is the way in which this in- 
formation is put to use. 

We have found in a study which we made, which some people have 
been kind enough to look at, called “Success and Failure in Small 
Manufacturing” 

Senator Proxmire. Could you give me the title again ? 

Dean Wooprvurr. “Success and Failure in Small Manufacturing.” 

Senator Proxmine. Thank you. 

Dean Wooprurr. I had a few unsolicited testimonials from small 
firms who have found this helpful. In fact, about a dozen of them 
say they found information in here which enabled them to salvage a 
business which was on the rocks. 

But this is not the answer—simply to publish books. The informa- 
tion has-got to be placed where it can be used. 

Our contacts with small firms—and they run well into the hun- 
dreds—have convinced us most of these people are not essentially 
readers. They can be bombarded with the printed record, peppered 
with it, and it bounces off with very little impact, 

We feel that the process of getting this information out is itself an 
important field of research. We simply do not know how to get 
this out. 

We have a number of ideas, and I will be very glad to go into them, 
but they have not been adequately investigated. We have a number 
of ideas as to the most effective way to do counseling, and we have 
tried half a dozen different ways, but this field in itself is a field which 
must be studied ; so we feel. 

Now, a couple of specific points. 

Dean Weimer mentioned the enormous growth of service enter- 
prises. This has been one of our very definite observations—the im- 
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portance of small business is rising and not falling—as it becomes 
more and more evident the purchaser of an automobile puts a repair- 
man on his permanent cp the minute he buys a car. 

Senator Proxmire. Sad but true. 

Dean Wooprvrr. The importance of cost control data has been 
mentioned. On that, just a side comment, sir. There is some sur- 
prisingly excellent work being done in Europe, some being done in 
Norway, some being done in Holland, and some being done in Switzer- 
land. 

Weare in touch with the people doing this. I think they are making 
more use of it there for the purpose of aiding small business than 
we are here. 

I think this in itself is a field of research. There is a body of 
experience there which has been somewhat untapped here. 

Sean Hart made a number of points which, with your permission, 
sir, I would like to comment on. 

Senator Proxmire. Before you do that, this research you just re- 
ferred to was where? This foreign research ? 

Dean Wooprvurr. In Norway, under the direction of Hans Hauge. 
In Switzerland, under the direction of Dr. Gutersohn. In Holland, 
I believe the man’s name is von Neuberhauser. 

Senator Proxmrire. In this kind of research which you say de- 
veloped and is available and perhaps very pertinent, the problem is 
making it available so it will be used, is it not? 

Dean Wooprurr. They are doing a good deal of experimental work 
in getting it out and in use, especially in Norway. 

Senator Proxmrre. Is there anything that we can pick up from 
that experience ? 

Dean Wooprvurr. I think you can. I have got a good deal of. it. 
The written word, unfortunately, is in a language which may be more 
familiar to some of the citizens of your State than it is to me. 

Senator Proxmiee. I do not speak Norwegian. 

Allright. Proceed. 

Dean Wooprurr. Senator Hart says, sir, he had questioned a group 
of small businessmen in Michigan who have had trouble on bidding 
on prime contracts. We have done the same thing in western Penn- 
sylvania, and our results are identical. 

Incidentally, we ran into one individual who bid on 71 different 
contracts and had not gotten a.one of them. By the time we got 
talking to him, he said, “How in the world can I bid on contract? I 
don’t know what it is going to cost me until after I have finished it.” 

This is a perfect display of complete management ineptitude. The 
man was unacquainted with records, the way to keep records, the way 
to use records, or what kind of records to keep. 

The Senator mentioned the fact, or at least by indirection, his 
constituents in Michigan do not re: ad very much, and this we can cer- 

tainly confirm. They certainly do not. And most of the people with 
whom we have had contact deal more with subcontracting than they do 
with prime bidding. 

I think peaneee the final word I would like to say is one of the 
really important aspects of the problem is research into ways to make 
counseling more effective. 

Senator Proxmire. Well, may I say there that it occurs to me pos- 
sibly the people who spoke ‘earlier this morning and take a viewpoint 
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that counseling can be direct might say one way of making this study 
isto do it and study its effect. 

We have now 50 States, 50 different laboratories which can use 50 
different methods—or not 50 different methods but use a variety of 
methods. And what the people in Arkansas or in Vermont may want 
to do if they can be permitted to experiment may not work out at all. 
If it does not work out, then we have learned from that, it will not. 
If it does work out, perhaps we have learned something. 

Do you feel that uniformity is so important that we should insist 
on it and not provide any permission for 

Dean Wooprurr. Uniformity is one of the aspects of midtwentieth 
century that I most earnestly deplore. I think there are great advan- 
tages in diversity. 

I only hope, if the program inches in the direction of counseling, it 
does not do so at the total expense of research. Because, sir, I do 
not think we are ready to counsel. 

Now, if I may draw a clumsy analogy from the field of medicine 
during George Washington’s day there was no occasion to withhold 
medicine from those who needed it because of the incomplete know!l- 
edge of the art. We are in the same situation now. We should make 
available what we have. 

On the other hand, while we have been sitting here this morning, at 
least two dozen people have died of cancer who could have been 
saved if they had gone to the doctor in time and used the knowledge 
which now exists. But it is no warrant to discontinue cancer research. 
We do have a formidable body of knowledge, but nowhere near enough. 

Senator Proxmire. I am just wondering whether just a striking 
example of one or two businesses which have been resurrected, put on 
their feet, and started, which have been successful, might not serve 
as a provocative way of getting more businessmen interested in re- 
search and getting them to read and getting them aware of the great 
values in determining what is going on elsewhere. 

Dean Wooprvurr. We have such cases, and they have awakened a 
great deal of interest where they have been read and where I have told 
the stories, where my colleague, Dr. Alexander, who is in the back 
of the room, has told the stories. 

And the story has a way of going around. 

We have counseled individuals. Dean Weimer has not. We have. 
done it experimentally, because we wanted to see what happened. 
And we do find where you can tell the story of a business which 
was in the soup and got out, the person to cn you tell the story 
immediately becomes interested. 

He is also interested if you tell the story of somebody else who went 
broke doing the same thing he is doing. 

Senator Proxmire. Might he also be interested when he is up against 
it, when he needs money, if the banker or the SBIC, whoever he comes 
to for additional capital, can condition it on certain reforms or com- 
prehension or understanding of new methods and research and so 
on ? 

Dean Wooprurr. Yes. 

I spent 14 years lending money for the Prudential Insurance Co. 
before I became a professor and dealt with literally hundreds of 
credit applicants, thousands of them, over the years. 
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When you get a man with his hand out for money, he is a soft 
touch for advice, and he will sit and listen more patiently than he will 
at any other time. 

Ilowever, the enormous need here is not these credit applicants. In 
terms of numbers, the enormous need is the huge volume of very small 
businessmen, the gas station proprietors, the men who fix television 
sets, the men who fix washing machines. If they want to borrow 
money, they want to borrow a few hundred dollars, $300 or $400 
at the most. A man buys a used truck to go into the hauling business, 
He buys a used heavy lift and goes into the excavating business. He 
rarely, if ever, goes into the credit stream which, shall we say, breaks 
like water at the dam of the SBIC and the agencies allied w ith it or 
the Prudential Insurance Co. 

He hits the small-loan department of the bank, or he hits the friend- 
ly finance company, and the degree of interest which they take in his 
business affairs is, to say the least, modest. 

Senator Proxmime. Potentially it could have a wonderful influence. 

I have been told about the International Bank that they find that 
this is the one time when a country coming for money will listen to 
advice on what it can do to improve its productiv ity, and so forth, and 
they often find the advice is worth very much more than the money. 

Dean Wooprurr. There is no question about this. We can confirm 
this through very extensive study and contact with the Pittsburgh 
banks, which have been very helpful, indeed, to us on small- business 

research which has gone on, incidentally, ov era period of 5 years and 
has up to this point been financed ent irely by sources other than SBIC. 

But the fact remains that there are thousands and thousands and 
thousands of very small people with no one to speak for them who 
need this kind of help and who, in effect, have not been spoken for, I 
think, hitherto this morning. 

There is the one-truck trucking firm, the one-shovel excavating 
firm, the one-truck garbageman. And he makes up the numerical 
backbone of this 4,500, 100 of whom we have spoken continuously this 
morning. 

Senator Proxmire. Well, thank you very much, Dean. I very 
much appreciate your exc ellent testimony. 

The next witness is Dr. Earl Strong. 

Dr. Strong, I wnderst: me you are director of the Bureau of Busi- 
ness Research, Pennsylvania State U niversity, and you are also repre- 
senting the American Association of University Bureaus of Business 
and Economic Research. Is that correct ? 


STATEMENT OF EARL P. STRONG, DIRECTOR, BUREAU OF BUSI- 
NESS RESEARCH, PENNSYLVANIA STATE UNIVERSITY, ON BE- 
HALF OF ASSOCIATED UNIVERSITY BUREAUS OF BUSINESS AND 
ECONOMIC RESEARCH 


Dr. Strrone. That is correct. 

I have a statement that I have prepared mainly covering my respon- 
sibility to the association, which I should like to submit for the record. 

Senator Proxmmer. Without objection, it will be placed in the ree- 
ord as written. 
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Dr. Srrone. Thank you. 

As an individual and as a director of the bureau, if I may ex- 
pound on several points that have been raised—I have been making 
notes here this morning on the very interesting testimony—lI s should 
like to refer and give you a little bit of background on an experience 
which I had relative to counseling and rese arch with small business, 
mainly because the witnesses today have not seemingly agreed on the 
counseling aspects of this matter. 

I was the founder and first director of the Bureau of Management 
Service at the University of Illinois. I was called there in 1948 by 
the president of the eee of Illinois, Dr. Stoddard, at that time, 
to try to establish some kind of service or some kind of relationship 
with the businessmen of the State, mainly because the university felt 
that there should be some kind of better service being rendered to 
them. 

I went out there based upon experience that I had had in business. 
I had been with Remington Rand at that time. I had gone out there 
after having made a number of studies for Remington Rand on a 
management level. I set up the bureau, made a study, and found 
that there was great need in that State for counseling services as 
well as research and studies of all types that would be of assistance 
to them. 

To make a long story short, the bureau was set up and was financed 
by State funds, with the following people making up the staff, and I 
think this is important because it will show how this is done: 

I was the director of it. I had one man, a full-time consultant, in 
the area of factory and production. I had one full-time man on 
retail and retail education—retailing, that is. I had one man on 
office and administration. I had one man who was an attorney, a 
member of the bar of the State of Illinois. And I had one man who 
was a certified public accountant in the State of Illinois. That con- 
stituted my staff. 

We attempted to counsel with businessmen in the State. This was 
carried on to the extent that we got not only national but interna- 
tional recognition for this work. 

Now, there are many things wrong with it, and some of those 
points have been brought out here this morning, and I agree with 
them. 

No. 1 is that you must have a competent staff in order to do this. It 
cannot be done with incompetent people or people who have not had 
business experience, because the businessmen need help and they 
want competent help. 

So by having a good staff I think this is the basis of it. 

Secondly, it has to be financed. 

Senator Proxmire. May | ask you at this point what you would 
estimate it would cost today in Ilinois—well, let’s take a State that 
is smaller than that and take a State of average size, say 314 or 4 
million—to provide such a staff, pay them, and provide expenses and 
provide rent and so forth ? 

Dr. Srrone. I was just going to say that at Illinois our budget was 
$87,000, and this was up through 1954. I do not know what the 
budget 1 is today. 
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But I would say in answer to your question that certainly you would 
have to have all of the $40,000 as a base and probably more than that 
in order to do—— 

Senator Proxmire. Well, matching funds would give you $80,000. 

Dr. Strona. That is right. 

Senator Proxmire. If Illinois could in 1954 do a job on $87,000, 
it is quite encouraging. 

Dr. Srronc. That is right. And $10,000 of that $87,000 was for 
publication only. It was definitely set aside for publication of our 
findings, which were published and disseminated. So we had then 
left, you see, the $77,000 for salaries and administrative expense and 
office expense. 

Senator Proxmire. Travel expense ? 

Dr. Srrone. And travel expense. 

And, incidentally, we had our own plane which took us from one end 
of the State to the other in a very rapid way, because this is the only 
way we could cover the State adequately. We would get a call down 
in Cairo, and we could service that call within several hours if we had 
a man available, and then he might be sent on up to the northern part 
of the State in the same day. 

Senator Proxmire. What size firms did you counsel ? 

Dr. Strona. The firms varied a great deal. I might say this: Here 
again is one of the great dangers of the whole business. That is, if 
you are not careful, as we have the experience, the large firms can 
absorb all of your time. 

I could name a number of firms to you that called upon us and we 
did some work for them, but we soon found out that it would just 
be impossible to keep up with their demands, and they in turn were 
well enough off to hire their own outside consultants. 

Senator Proxmire. Did you do any of this on a fee basis? 

Dr. Strone. No, none of this was on a fee basis. Absolutely free. 

Senator Proxmire. Was that considered ? 

Dr. Strona. No, it was not considered. 

Senator Proxmme. It would have been practical to some extent, I 
should think, would it not? 

Dr. Srrone. Yes. 

One of the things we did is this: One of the points I should like to 
make is that it has to be done very, very carefully. The projects had 
to be carefully selected. One of the fears that may be voiced against 
individual counseling, of course, is always that bugaboo that there 
is going to be someone ask some questions that will take a lot of time. 

This is true. You get many, many requests. And I cannot give you 
the proportion. I was trying to think this morning what the pro- 
portion would be. But I am certain that out of a hundred requests 
we may only service 8 or 10 of them, because we get requests such as 
this, and I will give you just one as an example: 

A jeweler at one time—I saw him in Chicago—was estranged from 
his wife, and he was very much concerned that his wife was going 
to be able to get his business. 

This is the type of project that we were not interested in, and, of 
course, he had to be referred to his attorney. 

This was not a thing that we could spend any time on at all. 

But these are the things that will be requested. 
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dairy 
Senator Proxmire. May I just interrupt to say that then 90 percent 
000; | or more—is that correct ? 

Dr. Strona. Yes. 

s for Senator Proxmire. Ninety percent or more of these inquiries were 

f our} from firms which obviously or pretty obviously did not really need 
then | business consultation of the kind that you had? 

e and Dr. Srrone. That was our experience. 

Senator Proxmrre. So this 1s very useful, perhaps, in evaluating 
this 414 million small businesses and those that might find themselves 
in need of some kind of advice, that perhaps a relatively small propor- 

e end | tion would feel, at least on their own initiative, that they would need 

» only | counseling of the kind that we might provide. 

down | “Dr. Srrone. That is right. 

vehad| This feeling that, of course, you will be overwhelmed with requests 

n part | is a legitimate feeling in one respect, but we never found it to be true 
in actual experience. 

4 Either through correspondence or through direct conversation or by 

: e telephone we were able to take care of all requests, either by turning 

t 18,2) them down or guiding them to another source where they legitimately 

ns CAN | belonged or tackling the problem ourselves. 

a Many times it can be done by giving them reading material or re- 
ind’ We | ferring them to materials that were available, such as materials avail- 
ld just | able from SBA at the present time. There are many, many fine pub- 
n were | lications. But people need to be directed to them at a local level and 

on a direct-contact, communication type of thing. 
a Senator Proxmire. You confined yourself to small business? 
y #1 Dr. Strona. I beg your pardon ? 
Senator Proxmrre. You confined yourself to small business? 
sutil Dr. Strone. That is right. I would certainly confine all of this 
xtent, * | to the small business — 

Senator Proxmire. You did in your own experience ? 

1 like to Dr. Strona. That is right. : 

te hal Senator Proxmire. You would not handle a big firm in Chicago? 
- «ast Dr. Srrone. We did try it. I could give you the names of firms 
we re | Where we did work for them, but we had to withdraw ultimately be- 
- £ time. | MUSe We were being absorbed. It just took too much time. 

oa y ou| 1 might name one of them to you—Time magazine. We did a very 





the pre- comprehensive job for Time magazine—an analysis of its subscription 

vs department on North Michigan Avenue. We made a very fine analy- 
a h as} "8 Of it, and the next request was to then train all of their supervisors, 
dena and the first thing you know we were in the business, you see, so this 
tannot be done, because—— 

Senator Proxmrre. And then they denounce the Government for 
spending too much money in subsidies. 

Dr. Strone. So I would say this: That research and counseling 
have to be, as I see it, at a local level. It has to be at the level where 
the shoe is hurting and is hurting with the small businessman who 
tally needs help. He needs it now. And as was pointed out by 
Dean Woodruff, perhaps they are sick when we get them—they are 
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sick and they have been for some time, so they need immediate help. 
And they are very appreciative when they get it. 

It is definitely a matter of education. 

That is why I am a little prejudiced, of course, but I would like 
to see this directed out of the educational institutions, because they 

ire the ones who know something about education, we trust, and who 
are available for that purpose, and, if necessary, take on these groups 
in groups—small groups, 8 or 10 of them—as they find common prob- 
lems. 

If I may go back to my dairy story, I think this would be very 
helpful to you in seeing how this actually works. The Champaign 
store or Champaign manufacturer, dairy store, was a relatively small 
one. He had 24 employe es; so this is small. 

His request to me originally was a personal call at my office asking 
me if I could give them some help on cost accounting. So, in talking 
with him, we discovered that he had no idea what a quart of milk 
cost him, although the market price for that quart of milk was 
being set by someone else. That is, the marketing group in the State 
of Illinois in that region was setting the price, over which he had no 
control. So the only “possibility he had was to control his cost. 

But when he went to find the cost of it, he could not find that 
cost. 

So he asked us for help, and through my CPA accountant we 
worked with him and we found that this was only one of his problems. 
He did not have an adequate accounting system. He did not know 
anything about what was happening in terms of decisionmaking, 
accounting wise. 

So we began to work with him and set up an accounting system 
that would be helpful to him, and he at this point had mentioned this 
to some of his colleagues in other towns, and we were descended 
upon, just as has been the fear all the w ay through by some of the 
other witnesses here today—that you would be descended upon. And 
we were. 

There were nine other groups, nine other manufacturers, dairy 
manufacturers, who descended upon us from all over the State, hav- 
ing heard about this, and we explained it to them and then handled it 
as a group problem. The upshot of this was that we then got a bul- 
letin which was prepared by my accountant, or the man on my staff, 
dealing with dairy accounting. That w as the name of it. I am 
SOIry I did not bri ing a copy of it, because I would like to have shown it 
to you. It wasa small bulletin of about 26 or 27 pages dealing with 
this problem of the small dairy operator. 

This was immediately recognized as being a very valuable tool by 
the Ilinois Dairy Association. They immediately ordered 25,00 
copies. The National Dairy Association ultimately distributed over 
100,000 copies of those throughout the United States. 

This shows the development of a problem into national significane 
and national help, but it came out of an individual counseling 
problem of very small dimensions. Yet it was helpful. 

This particular case I think points up the ideal situation. When you) 
can get a case that then can grow into national significance, this 
the thing I think all of us would like to have happen. Yet not all of 
them do grow into this proportion. 
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If I may say, the bureaus of business research in this country—and 
there are approximately 50 of them at our leading institutions—are, 
most of them, members of our association, and we have meetings from 
time to time of these directors to discuss common problems. I might 

say that the ones that I have had acquaintance with and know about 

are extremely well staffed. They have some very fine people 
on their staffs. In other words, they are a basic resource for help to 
management if they are called upon, I am sure, in some way. 

I think they are our greatest available resource in this connection 
of any place I know. 

Senator Proxmire. Do you find a tremendous turnover in view of 
the fact that these people develop terrific association in business? 
They are obviously people of competence, and there could be great 
demand for taking your best people away, hiring them away from 
you. 

Dr. Srrone. Well, that is true. 

Senator Proxmire. Do you find that? 

Dr. Srrone. That is true, and that will alw ays happen, of course, 
but again, that is one of our jobs, to be training people, so we are 
always serving a function when we have to train. 

Senator Proxmire. Apparently that was not a serious enough prob- 
lem for you to emphasize. 

Dr. Strona. No. 

I might say of the staff at Illinois that I originally hired in 1948 
and 1949 there is none of them left. My assistant, Dr. Robert Sey- 
mour. who came later, is out there presently in this position, but 
none of the original staff is left, and they have all gone to much better 
positions. Dr. Loken, who was on my staff, is now with Time mag- 
azine in a very fine position. 

Another point that I should like to make is that there is also this 
great fear of competition with consultants, and I have an experience 
with this which I should like to relate to you because I think it allays 
some of the fear. Itis true 

Senator psn Without referring to anybody, of course, I am 
just wondering whether there is any problem of a kind of conflict. 
I think that the case that you gave us Is very, very exciting and very 
promising to us, but I can see all kinds of pitfalls that might develop. 
One of them, of course, is the fact that you might have a perfectly 
understandable tendency to service larger business or at least the 
largest elements in the small business field. 

Dr. Strona. Yes. 


Senator Proxmire. You might do that because these fellows, after 





all, are not looking for another job but they are human and the 


opportunities are greater there. Obviously, if you are going to do 
counseling of this. kind, the number of firms ° you can counsel di- 


‘rectly has to be very limited, and therefore a selection is discriminat- 


ing, and you have to pick and choose. This decision of who gets it 
and who does not get it, it seems to me, can be a very, very difficult 
decision to make, and it takes people of a resolute character and of 
high quality to administer a program like that, I should think. 

Dr. Srrone. I can tell you and testify here to you that in my ex- 
perience during the time from 1948 through 1954 at the University of 
Illinois, I at no time had any pressure from any company to do a 
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job which we had turned down or any pressure brought to bear 
through any way, through the legislature or any other source. 

So while this is a fear and this is a danger, I in my own experience 
did not find this true. 

In other words, when I turned down a concern or turned down an 
individual for counseling, it was final, and there was never anything 
further on it. I gave him the reason for doing so, of course. 

Senator Proxmire. You brought this firm up. Why in the world 
did you give advice to Time magazine? Here is a firm that has all 
the capital; they have competent management; it is a national firm; 
it is not a State firm; it is a big business in every sense of the word; 
and it would seem to me this would be the last kind of firm that would 
need assistance. 

It is true any firm can benefit, of course, by this, but why would 
you pick Time magazine when you do have limited staff and a big 
State ? 

Dr. Strone. The answer to this is very clean cut and clear. Their 
osscorg there, of course, in handling subscription accounts is the 
argest in the world. In the State of Illinois we have a number of 
eee establishments who do mailings of large volume—Cable 

?rinting Co. at Mount Morris, IIl., to be specific. 

Senator Proxmire. I used to be a competitor of Cable. I had a lit- 
tle printing company up in Wisconsin. 

Dr. Srrone. And you know the volume they handle. 

Senator Proxmire. It is tremendous. 

Dr. Strrone. And it seemed to us if we could work with Time, we 
ourselves could gain terrific experience and get some know-how that 
in turn would help the smaller establishments within the State, which 
is exactly what happened because—— 

Senator Proxmire. So this was a wiser decision than to go with a 
small Illinois printing firm ? 

Dr. Strone. That is right. Well, we thought so, because we thought 
they had some know-how that would be valuable to us, which turned 
out to be true, because they have gone through the experience of large- 
volume mailing, which we wanted to get, and their request was a 
legitimate one tous. We wanted to get experience, and it was a good 
exchange, and I think the businessmen of the State of Illinois bene- 
fited thereby in the long run. 

And I think this is truae—— 

Senator Proxmire. That suggests, then, you do not pick the busi- 
ness firm on the basis of it being a firm that necessarily needs assist- 
ance but on the basis of it being a good object for research. 

Dr. Strona. That is right. 

Senator Proxmire. A method of developing an understanding on 
the part of your staff that could then be disseminated through people 
in that particular industry. 

Dr. Strone. Thatis right. It could be. That is exactly right. 

I think the basic thing has to be one of need. I think this is much 
more important than the other. But I think the other could be true. 

I might give you another point that I think is important from a 
standpoint of a university, because in this counseling work, if there 
is any counseling and research, too, that might go on with small 
business, you must keep in mind that you are representing actually 
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the entire university and not just your own small bureau or the college 
of business that might be involved. 

I was working with the National Aluminum Co. in Peoria on a 
problem that they had that they thought was a problem. They were 
in the red for 3 months in the past, and they wanted to know just 
how they might improve their operation—get out of this condition. 

I asked permission to go through the factory, and in going through 
the factory I observed that the pile of rejects—they make aluminum 
pots and pans—was larger than those being approved and being sent 
on through for shipping. 

I found by asking a few questions that the rejects were coming 
about because of porosity of the material. There were holes in the 
material when they would go to buff them out. 

I got a sample of these—three of them, to be exact—and took them 
back to the university and had them put under an X-ray which we 
had at the university to find out to what extent porosity did exist, 
and we found it to be very high. And then we—— 

Senator Proxmire. Would you spell that word ? 

Dr. Strong. P-o-r-o-s-i-t-y. 

Senator Proxmire. Thank you. 

Dr. Srrone. It is porous parts. It is holes in the material. And 
on contacting the head of our metallurgical department at the Uni- 
versity of Illinois, he identified this within a very few moments as a 
problem that they could come about by pouring the metal too cold. 
They were not heating it at the right heat. 

So by making a few tests on heat requirements that he specified, 
we found that this cut back the porosity from about 43 percent to 6 
percent of rejects, and merely by a simple process of this kind. 

Here was a case where we found the problem, analyzed it, although 
they thought it was an entirely different type of problems. They did 
not know. And yet it turned out that it was through another resource 
within the university that was brought to bear that did give the 
answer to it. 

I might say that the following month this company was back in 
the black once again. 

This is the type of thing I think a university via counseling service 
might be able to render. 

I have emphasized counseling entirely too much here, perhaps, but I 
think that it goes hand in hand with research, because I do not believe 
that research is basic unto itself. It is only a means to an end, and the 
end in this case in dealing with the small businessman is to get an 
answer to his problem which is probably affecting profits. 

As long as the man is making good profits, he is not having any 
troubles usually. 

So this is the thing that we must look at, and there must be a 
problem, and the answer to the problem is through factfinding, re- 
search gathering; and the way you go about this many times is by 
spneeling to find out what the problem is and moving on from 

ere. 

I would also have permissive counseling and research. In other 
words, I would have this on a rather broad basis, plenty of flexibility ; 
but here again is where I would have SBA step in and supervise this 
kind of work. 
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I think it as a central agency would need to supervise this carefully, 
would gain experience on a national level, and would then disseminate 
information on a national level that needed to be disseminated and 
would be of interest throughout the country. But I think you have 
to start at the local level. 

[ think that if I were to tie this together, I would say that the re- 
search that is done must have some practical value if it is to be usable 
on a wide seale, and I think this is our justification for this type of 
work. 

Senator Proxmire. All right. 

Dr. Strong, I do not mean to ask everybody to choose up sides or 
to say they are necessarily for or against any particular position. We 
have a rather clear-cut issue put to the committee today, one position 
put by Mr. Thomas. Did you hear him earlier / 

Dr. Srrone. Yes, I did. 

Senator Proxmire. And a contrary position, very sharply contrary, 
by Mr. Anderson. 

Dr. Srrone. Yes, sir. 

Senator Proxmire. Then some witnesses have supported one or the 
other or had their own viewpoints. 

Between these two gentlemen, it seems Mr. Andersen would ap- 
parently support the definition of counseling I have read, and I will 
read it again because it is very short. Counseling means consulting 
and advising with the SBA on the part of the research agency or 
the university, with SBA for the purpose of developing information 
concerning the managing, financing, and operation of small-business 
enterprises, such information to be channeled through SBA, for the 
use of National, State, and local agencies and institutions listed in 
section 7(d) and so forth. Do you feel that this definition should be 
amended by the Congress to make it possible for Vermont, which 
seems to want to do so, and Arkansas, which certainly seems to want to 
do so, to engage in consultation with the small-business company ? 

Dr. Srrone. Well, it depends on the staff that small business would 
have available. 

Senator Proxmire. You think in any case SBA should supervise 
consultation ? 

Dr. Srrone. Very definitely. I would definitely say they would 
supervise so that the quality of the work and the standards would 
be set high and would be followed. 

Senator Proxmimer. Now, Mr. White I think is about to appear to 
answer some questions from us. Before he appears, let me just an- 
ticipate this, and he can correct me if I am wrong. 

On the assumption that SBA feels that they do not have an adequate 
staff to permit supervision of direct consultation, then you would say 
that consultation should not take place between these research agen- 
cies and small businesses directly? Is that correct ? 

Dr. Srrone. Well, I think that the work has to be done by some- 
one, and that work might. well be 

Senator Proxmire. If this $40,000 were available, it should be con- 
fined to research ? 

Dr. Strona. That is right. Research and counseling. 

Senator Proxmme. Well, I amstill a little bit unsure. 

Dr. Srrone. I would still include the counseling, you see. 
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Now, it would have to be counseling at a good level and the right 
kind. 

Senator Proxmire. Counseling for the purpose of giving more body 
and meaning to your research, not counseling for the purpose of im- 
proving an industr y or a particular company specifically, but selecting 
a company that will give your research more meaning, and then when 
you get this information make it available in the w ays you suggested 
in your able testimony ¢ 

Dr. Srrone. That is right. In other words, that is exactly right. 
It would be used as a basis and only a means to getting at the broader 
research problems which might be common with many, many business- 
men, either locally, regionally, State, or national. 

Senator Proxmire. Do you feel that is possible with the present 
interpretation of the law by the SBA ? 

Dr. Srronc. Well, from the definition that you have given, if SBA 
has a staff, for example, if a problem comes to the attention of, Say, 
our bureau in Pennsylvania, as it is written, then as I understand it 
we would have to go to get the counseling from the SBA regional 
oflice. Now, if there is an adequate staff there in order to handle this, 
then that is all very fine. But if there is not an adequate staff, then 
somewhere there should be a staff available. 

Personally, I would like to see the staff available in the universities, 
but with superv ision by SBA that activity if our Federal money is 
going into it. 

Senator Proxmire. Section 602 now reads that the administration 
is empowered to make grants, and so forth, for studies, research, and 
counseling. 

Now, on research, there is no question about that. It is not con- 
troversial—at least at this point. 

We have discussed counseling. “Studies” is defined. “Studies” 
mean brief investigation of the economic background or problems of 
an industry or specific small business in its geographic locality but 
shall not include management or financial counseling or credit 
analysis. 

So that vou do have a limited flexibility. 

Dr. Strona. Yes. 

Senator Proxmire. Brief investigation of the.economic background 
of problems of industry or spec ific small business, but without credit 
advice or anything of that kind. 

Dr. Srrona. Yes. 

Senator Proxmire. Do you feel that that would then give you the 
flexibility you would need ? 

Dr. Stronc. Well, I would still not think quite flexible enough. It 
is not flexible enough in terms of helping an individual whom you 
are using as a case history or as a case to start out. 

I go back to my dairyman. We needed to have flexibility there, 
enough that we could help him as an individual. By helping him we 
attracted the attention of nine others, you see. 

Senator Proxmme. I see. 

Dr. Strone. Had we not had that flexibility, then we would never 
have attracted the other nine, because what this man told the other 
nine was that, 7 am getting some help. This is the type of thing that 
is useful to me.’ 
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That is where you get your other nine. That is your basis then 
for the rest of it. 

So it has got to be flexible enough to get into the individual coun- 
seling. 

eater Proxmrire. And flexible enough to get it out to the other 
people who are involved. 

Dr. Strong. That is right. That is right. And get it into publi- 
cation form is it can be of value to hundreds of people, if there is 
something to report, as there was in our dairy story. We had defi- 
nitely something to report. 

Senator Proxmire. I have a final question. Of the 90 percent which 
you referred to as turned down, you did serve them to some extent?! 

Dr. Strone. Does that mean the 90 percent ? 

Senator Proxmire. The 90 percent. 

Dr. Strong. Yes, you would serve them by either saying, “Look, 
you need to see an attorney, not me,” or, “You need to see a good 
accountant,” or, “You need to see somebody else, or some other source,” 
or, “Here is a good publication; read this book and this will help you.” 

So I feel that we satisfactorily handled every case that ever came 
to us because we had to. We had to clear it up. Every case had to be 
finished as far as we were concerned in some way. 

This may bea reference case. 

Senator Proxmire. So the existence of your organization as a 
counseling agency was of benefit to the whole business community ? 

Dr. Strone. That is right. 

Senator Proxmrre. First it would obviously be beneficial to the 10 
percent whose problems you worked on and of benefit to the 90 per- 
cent whose problems you could not work on but whom you could refer 
to someone else. 

Dr. Strong. Exactly right. 

Sometimes the referrals were more helpful than at other times. 

I imagine some of our referrals may not have been too helpful, but 
at least as far as we were concerned, we had taken care of that case. 

You see, here is the great danger, and here is where so many people 
fear there will be many, many requests that they themselves must 
handle and, of course, they are not equipped to handle some of them. 
But you do have to havea good basic staff. 

Senator Proxmire. Senator Muskie? 

Senator Muskie. Dr. Strong, did you hear the testimony of Mr. 
Miskelly of Vermont this morning ? 

Dr. Strona. Yes, I did. 

Senator Muskie. Do you envision this program as one that ought, 
if it cannot now, to provide some of the services which would meet 
the problems of specific illustrations which he described this morning! 
The problem of the fellow who developed a plastic holder for ther- 
mometers, the fellow who developed a boat lock for outboard motors, 
and there were some others. Do you think this kind of specific help 
should be part of this program ? 

Dr. Srrone. To the extent that you can. 

Here again this was @ part of this 90 percent I was talking about. 
Many, many men come to us who are inventors. I mean this comes 
up all the time. Sometimes you will be able to refer them more direct- 
ly than at other times. But this is a common problem, and I think we 
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do have an obligation for referral to the right place, to a patent at- 
torney or to a manufacturer of this invention or whatever it may be. 

Yes, to that extent. But it is a referral problem only, but it is a 
service we are rendering. 

Senator Muskie. What you envision, then, is a counseling service 
on a selective basis ? 

Dr. Srrone. Right. 

Senator Musxiz. Necessarily selective because of the limitation of 
manpower ¢ 

Dr. Strona. That is right. 

Senator Muskie. And the counseling which is in and of itself the 
source material for your research ? 

Dr. Srrone. That is right. And through this counseling, of course, 
then will come the more major research studies. For example, ratio 
studies may very well come out of this, you see, operating ratios for 
certain types of industries. They pase very well come out. And 
that is exactly, I might point out, something that was involved in the 
Bureau of Business Research, which was another part of our setup in 
Illinois and with which I had nothing to do at that time. I was 
with the Bureau of Business Management, you see. We reported to 
the Bureau of Business Research the need for operating ratios in retail 
industry for retailers, and they then took on the job of setting up a 
research study to work out with 100 of our retailers in the State some- 
thing to try to get at these ratios. 

But our contact unearthed the problem, and then they took over 
that particular research. But you see it was the basis for the research. 
That is why I say you cannot separate them. One may lead into the 
other. 

Senator Muskie. Do you think the program, as you discussed it with 
Senator Proxmire and myself, is one that is authorized by the existing 
legislation and by the regulations of the SBA? 

Dr. Strona. It is authorized only in the interpretation of this word 
“counseling.” 

Senator Muskie. And at the same time, SBA’s interpretation does 
or does not permit this? 

Dr. Srrone. I don’t think it does at the present moment, and I 
would like to make it very clear that I think that SBA supervision is 
required and necessary in view of the fact that Federal funds would 
be used, but I think it has got to be permissive in terms of flexibility 
in its use. That is the only difference that I have there. 

Senator Muskir. I would like to turn to just one point in the state- 
ment, which is a departure from what we have been discussing. 

That is Dun & Bradstreet’s figures in your statement. 

Dr. Strona. Yes. 

Senator Muskie. This is in your prepared statement. They at- 
tribute 16 percent of business failures in 1950 to lack of experience in 
the line; 15.4 percent to lack of managerial experience; 13.5 percent 
to unbalanced experience. 

All of these disabilities would appar to be disabilities that could 
be overcome by the kind of counseling service and management edu- 
cation which some of the witnesses have talked about today ? 

Dr. Strona. Yes. 
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Senator Muskie. What Iam curious about is the 41.7 percent which 
is attributed to incompetence. Does that mean this percentage of 
people should never have been in the business in the first place and 
probably could not be qualified to stay in the business by management 
education ? 

Dr. Srrone. I think that is true. ‘They do not have the background. 
They have a desire to be in business for themselves and have gotten 
into it through this desire and probably should never have been there 
in the first place. 

Senator Muskie. How are we going to keep them out of those 
quicksands ¢ 

Dr. Srrone. We probably cannot, but on the other hand, a propor- 
tion of this other percentage we were talking about here—we did get 
a relatively high number—I am not prepared to say because I do not 
remember the exact figures on it—but we got quite a few people 
coming in. This was in 1948 and we got quite a few returning vet- 
erans who were planning to go into business, and they would come in 
and diseuss this. And many times we were able to talk them out of it 
because we could see they were not competent to do so. 

long that line, we made great use, at the University of Illinois, 
of the series called the establishment series, which was produced by 
Dr. White and his group in the Department of Commerce at that time 
and has since been taken over by SBA. We kept a complete library 
of those available and he can tell you about that. We bought them in 
bulk and gave these out to our callers to our bureau. And we would 
have a man who was interested in maybe a motel; they had a very fine 
booklet available on establishing and operating a motel, and that was 
given to them to take back and study. 

I remember very distinctly a case of a young man coming in and 
asking this question, “T want to start a motel.” We gave him the 
booklet and said, “Take this home and read it and come back in the 
next couple of days, and then we will sit down and talk about it.” 
He did that. He read the booklet and came back in a few days and 
said, “This is the type of business I want to get into.” He was in- 
sistent and a high-quality type of man. 

By making a call to the president of the bank and telling him of this 
situation, I said, “This man has $12,000 of his own money which he 
has saved during the war and he is willing to put it into this motel. 
Would you talk to him about a further loan ?” 

He said, “Send him down.” 

The man went down, got his loan, and is running a most successful 
hotel just south of Champaign. He has added on to the original 
motel four times since this original motel in 1949. 

He has been successful and started from scratch, 

May I just throw in here this idea of clashing with consultants. I 
started on that and got off on another tack. But I did clash with the 
consultants in Chicago. I was invited to Chicago and they put on a 
very nice luncheon for me at the Chicago Athletic Club, and then 
after hearing them talk about certain things, their activities, they 
asked me about this activ ity in which I was engaged. And their at- 
titude was, “Look, you are setting up competition and you want to 
stop that.” 
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I answered them in this way. I realized that in certain cases we 
would take some of their cases, but only in a very few of them, be- 
cause most of the firms that we were dealing with, if not all of them, 
could not afford their services at x numbers of dollars per day; and 
also we were establishing with the small firms and the small business- 
man the entire philosophy and idea of consulting services; and that 
if this man did grow and was more and more successful, he would be 
the one to come to them ultimately then as a consultant, because here 
again we were not taking on the large firms. 

“And I was able to persuade them and convince them of this fact 
and they accepted this and it did work out that way. Within a period 
of 3 weeks we were asked by the State of [linois, and Adlai Stevenson, 
who was then Governor, to do a very comprehensive study on procure- 
ment and purchasing for the State. This was obviously much beyond 
our scope. It was a $200,000 job and it was way beyond us. But one 
of the men in Chicago at the meeting, representing a Chicago con- 
sulting firm, did have a procurement man on his payroll whom he 
knew about. And we asked them to refer that to this company and by 
getting them together, they got the contract and did a fine job on it. 

But we had done our service, you see, to the State and the con- 
sulting firm, and they had proof positive that we would not touch 
a job beyond our depth and scope. 

This is judgment again on the part of the director in these cases, 
and here again this would need supervision on the part of SBA so they 
would not get swamped with the big problems. 

Senator Proxmire. Well, thank you very, very much, Dr. Strong. 

(The prepared statement of Dr. Strong follows :) 


STATEMENT OF Dr. EArt P. StronG, Director, BUREAU OF BUSINESS RESEARCH, 
PENNSYLVANIA STATE UNIVERSITY, ON BEHALF OF ASSOCIATED UNIVERSITY 
BUREAUS OF BUSINESS AND ECONOMIC RESEARCH 


This statement is being written in my dual capacity as a bureau director 
as Well as chairman of the ad hoc committee on activities concerning the Small 
Business Administration of the associated university bureaus of business and 
economic research. Also, it should be kept in mind that the Pennsylvania State 
University was not one of the successful institutions to be given a grant through 
the Small Business Administration. My remarks, therefore, are entirely objec- 
tive and free of bias. 


NEED FOR RESEARCH 


Never before has there been a greater need for research data on the part of 
businessmen. Few businessmen are satisfied with all of the conditions that 
exist in their firms. To accomplish the goals set out for greater efficiency, 
businessmen need facts. These facts can only be obtained through careful study, 
analysis, and research. Not only are data needed on which to base decisions. 
but interpretation of these data is of vital importance to the businessman. Re- 
search, then, has an important place in business today. Specifically, research is 
the collecting, organizing, and reporting information that top management finds 
necessary in the process of decisionmaking. 

Hundreds of small businesses go out of business every year. Not all of them 
are bankrupt but go out of business due to the retirement of the owners, inability 
to obtain adequate management people to carry on the business profitably, and 
many other reasons. For those business concerns that are on a going basis, how- 
ever, the need for facts to assist the managers to make wise and correct de- 
cisions is very great. Big, established organizations usually have some finan- 
cial resources on which they can call upon to carry them over a crisis situation. 
Smaller firms are less likely to have the funds to carry them over a similar 
crisis. Making reasonable use of research as a guide in decisionmaking is, 
therefore, as essential for smaller business concerns as it is for the larger ones. 

Dun & Bradstreet lists poor management as the leading cause of business 
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failures. Upon making a study of 9,162 business failures during 1950, it was 
found that over 85 percent of the underlying causes were those ascribed to poor 
management. Included in this category were more specific reasons for failure, 
such as incompetence, which accounted for 41.7 percent; lack of experience in 
line, which accounted for 16 percent; lack of managerial experience, which ac- 
counted for 15.4 percent; and unbalanced experience, which accounted for 13.5 
percent. These four leading causes can be characterized as failures of manage- 
ment that possibly could have been avoided if the managers had possessed more 
accurate facts upon which to rely in the process of managing their organizations.’ 

The same study also clearly showed that the first 5 years are the most critical 
period for a business. There is little doubt that the first few years of operating 
a business are usually more hazardous because that is the testing period of the 
ability, stamina, and management instinct of the owner.’ 

It is in these first years in the life of a business firm, then, that research may 
be most vital in order to supply facts which may later be supplied through ex- 
perience. Research data properly collected, analyzed, and interpreted can as- 
sist management of small firms. It is not a substitute for experience and desire 
to succeed, but it can shorten the time span required to gain the know-how of 
efficient management. In most cases, those managers who use research as a 
basis for their daily experience will gain an edge over their competitors.’ 


NEED FOR FUNDS AND PERSONNEL 


In passing the Small Business Investment Act of 1958, Congress provided the 
funds necessary to develop business research in this country on a broader scale 
than ever before. By providing these funds for research and counseling, State 
agencies were given the opportunity to carry on organized research under a 
Federal agency, the Small Business Administration, in a way that made it pos- 
sible for the findings to be widely disseminated among small business firms 
through their publication. To now remove those funds from a long-range pro 
gram to a short-range program is to destroy much of the value and usefulness 
of such funds. 

Based upon the experience of research bureaus located at various univer- 
sities, the real need is for research funds that will be available on a continuing 
basis for 2, 3, or perhaps 4 years to carry through to completion projects started 
that may require more than a 1-year, factfinding period. In addition, it is 
difficult for the administrators at universities to take a competent research 
professor from his teaching duties for short periods of time, assigning him to a 
short-range project. Personnel for business research is one of the biggest prob- 
lems faced by our universities. By providing funds for longer periods of time 
(beyond a 1-year period) will insure more positively that the research projects 
requiring long periods of time to complete will be carried out. 

The universities in this country are fortunate to have on their staffs com- 
petent business research personnel. Many of these researchers have made sig- 
nificant contributions to not only business research but to subject matter in 
their areas of competency and specialization. To tap these known and avail- 
able resources that can be so helpful to business management in this country 
is the responsibility of all those interested in improved management as an in- 
strument of the democratic way of life. Many of us in recognized educational 
institutions share the concern of the Smali Business Administration and Con- 
gress of small business enterprises. Those responsible for the management of 
small business firms are many times ill advised and the enterprise is fore 
doomed even before it opens its doors to business activity. Assistance must come 
from some source to inform and educate those who are willing to take the risks 
involved in starting and managing a business enterprise. Much of the research 
available and the know-how that is available needs to be disseminated through 
some source that will do so at minimum costs and maximum effectiveness. The 
Small Business Administration is such an organized agency and there is a com- 
petent staff in that agency ready and willing to cooperate and work with the 
educational institutions. The only thing lacking is the funds with which to 
work. These must come from Congress through the restoration of the long-range 
grant program. 


1 pet & mpetatwant, “Survival Qualities of American Business,” p. 8. 
2Tbid., p. 13. 
8 Caoveer Vernon T., “Business Research.” Rodgers Litho, Inc., 1958. 
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RESEARCH AND COUNSELING 


The act provides that funds be made available for carrying out research and 
to provide counseling to management personnel requiring such assistance. Not 
all of the bureaus of business research are of one mind on the matter of coun- 
seling. Some would prefer to carry on only research functions that would 
prove of value to business managers. A limited few, perhaps, would add coun- 
seling to the research work as another function of direct assistance to business 
managers. Certainly, the completion of research studies and the dissemination 
of such findings through publications will tend to aid counseling of business 
managers a great deal. There seems to be no end to the possibilities of counseling 
aid, provided there is adequate backup of such counseling by well-developed 
research findings. 

It should be pointed out that much sharing of research data is presently going 
on through the cooperative efforts of the members of AUBBER in the information 
exchange that takes place through the free distribution of all publications of 
each member bureau with all other member bureaus. Research that has been 
completed in one part of the country is shared through publication with other 
parts of the country. Research findings find a broad and common usage 
through such a program. 

SUMMARY 


In conclusion, it is obvious that there is a paucity of information of a research 
nature getting through to the small-business manager. Further, more research 
of both a basic and applied nature needs to be carried on in order to provide 
more and more useful information to the business manager so that he can operate 
more efficiently in his local community. Such business efficiency will bring about 
not only his own personal success in his business establishment but it will prove 
to be a community asset as well. 

Organizations already existing in the form of bureaus of business and economic 
research at our leading educational institutions have trained personnel available 
for attacking research projects of local, State, regional, and National significance. 
Congress can complete the triangle by providing the funds necessary to carry on 
a long-range research program geared in such a way as to take full advantage 
of the personnel now located at our leading educational institutions. 

It seems entirely justifiable, therefore, to request studied consideration of the 
restoration of the long-range funds that were originally appropriated for the 
purpose of research and counseling that would prove of value to the small-busi- 
ness manager. The appropriation of funds on a short-range basis cannot be as 
effective since competent personnel will not always be available on a short-term 
basis and because of the increased administrative burden placed upon both the 
Small Business Administration and the educational institutions involved. 


Dr. White, our cleanup man. I am going to ask you to lead off any 
way you want. You have sat patiently through a lot of testimony and 
your comment on these witnesses would be very helpful to the com- 
mittee. You can comment in detail, as you wish, or summarize. 

As I said before, Mr. Thomas and Mr. Andersen sharply disagreed 
and they had their supporters. We had wonderful testimony today, I 
think. Everybody who appeared had a good, clear, persuasive, and 
interesting viewpoint. 

Let us start off with Mr. White. 


STATEMENT OF DR. WILFORD WHITE, DIRECTOR, OFFICE OF MAN- 
AGEMENT AND RESEARCH ASSISTANCE, SMALL BUSINESS AD- 
MINISTRATION; AND ROSS D. DAVIS, ASSISTANT GENERAL 
COUNSEL, SMALL BUSINESS ADMINISTRATION 


Dr, Wurre. I have here with me Mr. Ross Davis of the General 
Counsel’s office. 

I spent, at two different times, a full day each time at Mr. Thomas’ 
office in Little Rock and came to admire him very much for the stead- 
fastness and clarity of his thinking, and I think that he has thought 
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through the problems of the State of Arkansas in terms of what can 
be done with this kind of a project very clearly. 

One of the problems we have in this project is the use of words. He 
used the word this morning, as he has in previous conferences, where 
IT have taken part, “counseling,” and I understand it to mean what Dr. 
Brann used later as “studies.” 

He used the word “counseling” in the sense that a study should be 
made at the request of the financial institution for this poultry proc- 
essing. The study was made by the University of Arkansas, by Dr. 
Brann, who was there at that time. 

So one of the problems we have in this whole thing is in the use of 
words. 

Under the law it refers to “research, studies, and counseling.” As 
you said a while ago, yourself, there is no particular problem with 
research except the breadth of definition which I would like to come 
back to later, if I may. 

On studies, not very much has been said about that. We, at the 
outset, gave a very minor place to this term in our thinking. But 
at the time we had to write our regulations, I already had had one 
meeting with Mr. Thomas, and I was impressed with his idea of the 
need for what Dr. Brann and I called studies, and what I believe 
Mr. Thomas still calls counseling. 

So we recognized the fact that if these studies are to be made 
when they are needed, the subject of them cannot be anticipated and 
sent to Washington at the time the proposed grant is submitted. 
Therefore, in more recent correspondence with Mr. Thomas, we have 
agreed that a substantial proportion of his total request this fall, or 
the total request from the University of Arkansas, if they chose to 
make it, could be in this field of studies. 

This appeals to us to be a good idea, first because we know the 
personnel at the University of Arkansas. We know Mr. Thomas, 
and we know the kind of organization he has set up. 

But second, we think it is important because in this flexibility 
which we must maintain in this program in terms of administration 
for a few more years until we know how it is going to work, this gives 
us a chance to experiment in the State of Arkansas, and perhaps in 
a few other States. We can find out how this kind of an idea would 
develop under circumstances where the State agency that received the 
grant would have maximum control over the selection of the individ- 
ual studies that would be made locally to meet local problems. 

That seems to me to be one of the main points Mr. Thomas made, 
and with which, I believe, we are in substantial agreement. 

This matter of flexibility seems to me to be important not only in 
terms of administration, but in terms of the law itself. The law was 
written quite flexibly. The first time I sat down and read it, I was 
somewhat concerned because it was so extremely flexible. In time, 
I have come to believe, at the outset at least, flexibility is a great 
virtue, because this gives us an opportunity to see the relative impor- 
tance of research, studies, and counseling, to see the relative impor- 
tance of the different kinds of agencies that are allowed to come in 
and request grants, and of the procedures that are evolved from that. 

So that in terms of consideration by the committee, I would hope 
that they would keep in mind that flexibility is a virtue, although 
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there may be specific things which should be adjusted, both in terms 
of the law, and 1 in terms of management. 

If I may, sir, I would like to y turn to these three terms, “reseé wreh,” 
“studies,” and “counseling” for a moment, and take up “research.” 

I would like to point out something I am not sure has been made 
clear today and that is that the subjects for research are proposed 
by the State agency, not by the Small Business Administration. 

It is true that we have suggested subjects; we have sent out ¢ 
bulletin, which we expect to do again for the 1960 round, with sug- 
gested subjects which have come to our attention or which we believe 
would be good subjects for research. But the decision to request 
funds to carry on a particular research is made by the State agency 
and not by SBA. 

That has many advantages, and I do not think should be changed, 
but it also raises certain problems. 

This matter of basic and applied research—I am sure if we were 
to sit down and study the 52 projects that were approved we would 
find a little basic research and much applied research. But we will 
find a third thing there which again I do not believe has been men- 
tioned today; namely, that there are several problems set down and 
approved by the advisory council and recommended by them to the 
Administrator, and approved by the Administrator, which have to do 
with a study of counseling. In other words: What are the different 
methods of counseling now being used? What are the merits of each 
method? How can communication between counselors and people 
who are being counseled be carried on effectively in the conveying of 
ideas from one to the other ? 

This research is not limited exclusively even to applied research, 
which is the dominant element. 

On the matter of counseling, which is one of the points on which 
there was the greatest difference, particularly between Mr. Thomas 
and Mr. Anderson, I would like to make three or four observations, 
if I may. 

In the first place, we mar e discovered since we have been working 
in this field that there a number of definitions of counseling, and 
Mr. Thomas has one oe when he speaks of counseling; somebody 
else speaks of counseling as going out and ringing industrial doorbells 
and sitting down with people and counseling with people on the spe- 
cific problems they have at that time. Others like SBA have people 
coming to them and sitting down with their problems. 

Another definition of counseling i is that after a research study has 
been made, you should then counsel with people, giving them the 
results of the study. 

Still another definition is you should counsel with business people 
first to find out what the problems are, and then you should carry on 
research work to get answers to the problems you have discovered 
exist. 

And I think we could go on and add other definitions, too. 

So that we are in the process, in our own thinking, of trying to find 
a basis for reaching a definition of counseling which will meet the 
maximum needs. 

In the second place, we believe that if you try to operate a counsel- 
ing program and a research program together under one law and one 
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set of regulations, the counseling will tend to drive out the research. 
Now, the reason for that is that research can be carried on by a par- 
ticular institution, such as some of those represented here today, State 
agencies or universities, on a year-to-year basis. They can get a grant 
this year, carry it out. Next year, if they do not get a grant, there is 
no great administrative or financial harm involved. 

If, however, a grant were made for counseling, what they would 
do, presumably, would be to hire trained technicians, qualified to 
counsel, as Dr. Strong was illustrating here a while ago, bring them 
in, train them in the methods of their own operation, and put them 
in the field or make them available to the small businessmen of that 
particular area. Then, at the end of the year they would come back 
aud say, “We have established this program as we agreed. We have 
so many people; we have certain budgetary expenses. So we would 
lixe the $40,000 next year to continue this program.” 

So the tendency would be, gradually—or the tendency could be, 
gradually—to continually grant, every year, $40,000 to the same 
agency to carry on the same counseling program. This would elim- 
inate any possibility of carrying on research. Because if you switched 
from the counseling program to research, then the counseling agency 
would find it necessary, perhaps, to dispense with part or all of its 
staff, or find other financial resources to use for that purpose. 

The third point is that counseling, as we realized here today, I be- 
lieve, can become very expensive very easily and very quickly. And 
in some States, counseling on this basis would be more readily avail- 
able than it would in others. In some of the underdeveloped States, 
to use a term that was used this morning, counseling oh be more 
readily available than it would be in some of the highly developed 
industrial States, because, as Dr. Strong pointed out, the needs are 
different and the quantity of the needs is different. 

Finally—and this is more in support of the definition which you 
have read of counseling—there was established in the Small Business 
Act a counseling program which the Small Business Administration 
has been working with and making use of since 1953. That counsel- 
ing program included not only State agencies and educational institu- 
tions that are listed in the Investment Act. It refers also to trade 
associations, professional associations, trade papers, any other groups 
or individuals that are interested in working with small business, so 
that a counseling procedure has already been developed. 

One of the phases of our management program in SBA has to do 
with administrative management courses. You might call them, for 
example, mass counseling, because in these courses, which are not 
offered by the Small Business Administration, but by educational 
institutions, trade associations, and professional associations, we try 
to bring together the owners of not more than 25 small businesses at 
a time. And although there are variations in the program, a typical 
program would be that they would meet together, under the auspices 
of some one of these institutions, 1 night a week for perhaps 10 
weeks. They would have some speaker that had been selected by the 
educational institution to address them for the first hour, and that 
would be followed up by discussion. 

This last year we cosponsored 116 of these courses. This year we 
hope to cosponsor perhaps 250. 
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We estimate that there is a need for perhaps 10,000 of these courses 
a year. We think this is a very economical way of carrying on cer- 
tain types of counseling, and we are pushing this program with the 
resources which we have. 

This particular program, along with other programs that have been 
mentioned today, will benefit from the research which is being done 
because this kind of information can be passed on to these institu- 
tions that are carrying on the courses, and by them to the speakers 
and participants in these courses. So this is just another avenue 
through which the research material can flow to the individual small 
business. 

There are three stages to this program set up by this legislation, 
as I see it. First is the research. Second is the translation of this 
research into the kind of material that can be used in counseling. 

I agree with the statement that was made this morning by Dr. 
Brann that we do not want to end up with 500 books on a shelf some 
place because very few small businessmen or even those who counsel 
smal] businessmen are going to read them. But these books need to 
be translated into slide films, into tape, into whatever media can be 
used in counseling with the owners of small business. 

The third step is the counseling itself. 

So we have the research, the preparation of the results of research 
for counseling, and the counseling. 

Finally, as I see it, this is a new program. We should try an ex- 
periment where that is possible within the framework of the law. 
We should observe it very carefully from every possible angle. We 
should become aware of the observations of those who are interested 
in it. And then it seems to me that in another year—really it is two— 
we should have a much more definite idea of what we can and cannot 
do than we have today. 

Senator Proxmire. May I ask you, Mr. White, do you think there 
really is a dispute or are your regulations flexible enough to take care 
of the several meritorious programs that have been selected here ? 

For example, the instance of the poultry business that Mr. Thomas 
used at the beginning this morning when he implied that SBA would 
have turned him down. Would it have been possible under your con- 
struction of the law for them to counsel in that business and do what 
they did? 

Dr. Wurrsr. That was imposed under the interpretation of the regu- 
lations for 1959, which are back of us. It is entirely possible under 
the regulations as they are now being worked up for 1960, which call 
for grants as of October 31, 1959. 

Senator Proxmie. How about the kind of organization that Dr. 
Strong just described, the Illinois State organization that engaged in 
these various things, did a lot of counseling, but did it very largely 
as a means of extending and making the research more practical and 
immediate, and so on? 

Dr. Wuire. For the present, it would seem to me that it would not 
be desirable, and I think that a fair statement would be that that 
could not be done under the regulations as they are now written. 

Senator Proxmire. Let me ask you: Do you have authority in other 
parts of the SBA to do basic research ? 

Dr. Wurre. I am very sorry, sir? 
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Senator Proxmire. In other parts of the SBA Act, do you have au- 
thority to do basic research ¢ 

Dr. Wurre. Yes. 

Senator Proxmire. Can you tell me how extensive they are, how 
much money is available ? 

Dr. Wuirtr. They are not extensive at all. At the present time we 
have no funds that are marked for that particular purpose at all. 

Senator Proxmire. Let me revert back to Dr. Strong’s example. I 
was tremendously impressed by that. It was practical; it worked 
well; it was a wonderful way of helping people but doing it in a way 
that could be magnified and made helpful to many more people. It 
was a way of tying research into practical problems and not just wan- 
dering over in an area that might seem, on the basis of somebody’s 
speculations, possibly to be helpful. And it sounded like a mighty 
successful program, plus the fact it did not seem to incur any eco- 
nomic or political objection in Illinois, and it worked. 

Dr. Wuire. If I might add to what Dr. Strong said 

Senator Proxmire. He said they spent $87,000, and in a State like 
Illinois, if you get the kind of results they got, it seems to me in 
most States you could do mighty well with a program. 

Dr. Wurre. I was out there just last spring and met with the people 
who are now carrying on that program. And unless I am incorrect 
in my understanding, the amount of counseling they do today, com- 
pared to what they did in 1948 or 1954, is declining very consider- 
ably. They are spending more of their time now in having what they 

call conferences, where they bring the businessmen together on the 
campus and sit down and discuss, somewhat like I spoke about. our 
own courses. The amount of individual counseling which they are 
doing today, compared with a few years ago, is much less. I am not 
in a position to tell you why that is true, but I believe it is true. 

Senator Proxmire. How big is your own staff? I am thinking in 
terms of the notion of the supervision of counseling, the kind that was 
suggested very strongly by the previous witness, ‘Dr. Strong. 

Dr. Wurre. My total staff consists of 23 people, including myself 
and my secretary, in Washington. The staff working on this research 
grant program itself is six, including Mr. Gallagher who is with us 
today, and three other men and two girls. 

Senator Proxmire. You have six people working on this program ? 

Dr. Wurre. Right. 

Senator Proxmire. Can you use any of the other 17 people you 
have? 

Dr. Wurre. Oh, yes. 

Senator Proxmire. I mean can you use them on this program when 
you wish to do so? 

Dr. Wurrr. Only very indirectly. They have their own programs 
to carry out. 

Senator Proxmire. How do the SBA booklets get out? Just on re- 
quest ? 

Dr. Wuire. That is right. There are two kinds of booklets, those 
that are distributed free—y ou can get on a mailing list by asking to, 
and get each copy as it comes out. There are some sold by the 
Government Printing Office, and they write in to the Government 
Printing Office and buy them at 15 or 25 cents a copy. 
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Senator Proxmme. How do you feel about the other suggestions by 
Thomas & Brann, an amendment permitting the eligible employees to 
form an organization to receive an administration grant ¢ 

Dr. Wurrr. The three of us have discussed this problem on two 
or three occasions. 

The problem, as I see it, Senator, is that if such an organization 
is to be set up, you will spend some proportion of your $40,000 for 
the organization. 

If 1 remember correctly, in our discussion with Mr. 'Thomas, he felt 
that you should have a good strong man to head this up. And his 
own idea of what that would cost would be a man who would cost 
about $12,000. He would have to have a secretary; there would have 
to be some oflice space, which might or might not cost anything; there 
would be telephone service and other services of that character. And 
perhaps before you started, you would spend from $15,000 to $17,000 
to $18.000. 

Senator Proxmire. That leads right into my next question as to 
just what do you think of the matching suggestion, that we have 
matching funds from the State and really get something going? 

Dr. Wurre. I like the idea of matching and I thought you might be 
interested in these figures which I have here, I believe. 

The total SBA funds that wore allocated in the 52 grants in 1959 

came to $1,912,000. On those 52 grants there were matching grants 
of $530,000. 

This does not include all the services that are going to be provided 
by the State agencies and universities because there are some they 
could not evaluate in terms of dollars. So it is something more than 
$530,000. 

Of the 52 grants, 36 of them contained some matching funds. 

Senator Proxmire. This is with no requirement at all for any 
matching? 

Dr. Wurre. This is just a suggestion in the regulations that we 
would welcome matching funds. 

To further answer your question, I am a little hesitant to recommend 
that the law be changed at this time to require matching funds, be- 

cause I think there may be certain types of agencies—certainly there 
must be certain agencies and institutions—that would be thrown out 
of competition if they had to put in matching funds, either because 
it is so difficult or impossible to secure them; or that they are so eco- 
nomically poor, so to speak, that they do not have funds to provide. 

Senator Proxmire. My last question before I defer to Senator 
Muskie is: Are you in a position to recommend that the program be 
extended ? 

Dr. Wurre. Officially such a recommendation would have to come 
from the Administrator. 

Personally, if you want my personal opinion 

Senator Proxmme. I certainly do. 

Dr. Wurte. I would like to see it extended. 

Senator Proxmrre. Fine. 

Senator Muskie? 

Senator Muskie. Well, I can understand, Dr. White, why you 
interpret the legislative mandate conservatively, especially your staff 
that you have, as many as you have, but I would like to pinpoint your 
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attitude toward the possibility, under this program, of giving direct 
counseling along the lines suggested by some of the witnesses this 
morning. There is a real need for this—or maybe you have a different 
viewpoint on it. Maybe there is not. 

Dr. Wuire. Oh, no, no. We are all in agreement that there is a 
need. There is no question about that at all. 

To quote Mr. Barnes, one time I heard him speak on this subject 
and he said SBA has the largest counseling group working with small 
business in the United States. In other words, we have about 55 
offices. I cannot tell you how many people are in those offices who do 
counseling work, but it is a large number. 

But that number, whatever it is, is only a fragment of the number 
you would need to work with 414 million firms, or about 7 million 
owners of small business. 

So that it seems to us that to reach the maximum number we should 
use all the channels open to us by the Small Business Act of 1958, 
including the one that are involved in the section 602 of the Small 
Business Investment Act. 

Senator Muskie. Have you any idea of how big an organization 
it would take to service the counseling needs of individual business- 
men ? 

Dr. Wuire. Only that it would be enormous. 

Senator Muskir. Would you think that such counseling service 
would be sought primarily by people planning to go into business 
for the first time, or would you think that such demand might exist 
on a comparable basis among people who were already in business? 

Dr. Wurre. Management counseling is sought by a small fraction 
of both groups. We have many people coming into our field offices 
who were contemplating going into business, which would be small 
business. It is probably only a fraction of the total because there are 
about 350,000 new businesses established in this country every year. 
And we don’t know how many people there are who contemplate estab- 
lishing small businesses and ask people for help who never actually 
go into small business. So only a small fraction of those people 
have the foresight of finding out very much about this before they 
get into it. 

I might say that Brown University is conducting a study now for 
us where they have started out—this is not part of the grant pro- 
gram—they have started out with a firm, the day it is born, so to 
speak. They are following each firm, 81 of them, through for 2 
years to see what happens to them. 

I visited them after they had been doing this for 4 or 5 months and 
13 of the 81 had already closed their doors. I saw a report recently 
of part of the work they are doing—this is now about a year old— 
and the report will be very revealing in telling us how easily many 
people go in and open a new small business. 

This is an educational program, and it is something that has to 
be planned long ahead, because an educational program can only 
move slowly, since it has to gain the confidence of these people, make 
them aware of it, and get them to ask for and to want and to use in- 
formation that is available. ye 

So I feel that both with people who are contemplating going into 
business, and with those already in business, only a small proportion 
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of them make use of the material available to them—a very small 
proportion. 

Senator Muskie. The basic problem, then, is: How do we get this 
information to them in a form that will have meaning for them, 
that they can understand. 

I cannot help but think in terms of my own background. I was a 
lawyer ina small town. Ina small town people in business, who have 
business problems, or people who are thinking of going into business, 
go to their lawyer or go to their accountant, or, I guess, in some cases, 
even to their family doctor, asking for advice of this kind. None of 
these people in a small town have the broad-based experience in any 
field of business to give any intelligent advice. At least, I never felt I 
had any such experience. 

One of the big problems in one of the major industrial fields today 
is in the recreation industry. I suspect there is more turnover today 
in the State of Maine in the recreation industry, and probably in other 
States, than any other. For some reason, this is a field particularly 
attractive to amateurs. Almost anybody who saves up $5,000 or 
$10,000 or $15,000 feels that he has all that is necessary to go into the 
motel business or the sporting business or the hotdog business or what 
have you, and it is simply a man making an investment and the money 
rolls in. 

So they are not prepared in terms of know-how. I kiww in terms 
of the restaurant business, most of these people did not even know what 
food cost was. When they established prices on their menu, it was not 
a matter of what costs were and what they should allow over and above 
ther food costs for rent, salaries, and profit; they simply scouted their 
competitors and took their prices off the competitors’ menus. Most 
of them did not know what food cost was, 

Referring to Dr. Strong’s testimony, he said that 41.7 percent busi- 
ness failures reported by Dun & Bradstreet are caused by plain incom- 

etence. And I can believe those figures in terms of some of these 
industries. 

I believe if we are to be of assistance to SBA, we ought to set up 
safeguards in terms of research and counseling which will reduce the 
mortality based on this kind of thing. These people should not be in 
business at all. It does not do the State any good to have this much 
turnover, for example, in our recreation industry. But how do we 
go about setting up that ? 

Dr. Wurre. Dr. Strong gave what I consider a partial answer to 
that a few moments ago. 

When this whole program of management assistance was over in 
the Department of Commerce, right after World War II, when there 
were sO many veterans coming back who wanted to go into business 
for themselves, primarily because they did not want anyone to boss 
them around any more, Commerce and the Veterans’ Administration 
brought out a series of 43 volumes, each on a specific kind of business, 
called Establishing and Operating Series. Each one was on a specific . 
kind of business. 

That program, as he said, has been transferred to SBA and we 
have brought out the introductory volume, a booklet of 30 pages, 
called “Starting and Managing a Small Business of Your Own” which: 
sets down some of the requirements for successful management of a 
small business. 
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If we can get that and subsequent volumes of this character into the 
hands of people who are working with these people, like the local 
lawyer, the local CPA or public accountant, the management man, if 
there is one locally, and other groups like that, who have daily or 
weekly or monthly contact with these people, that is another avenue 
of counseling, you see, created by the fact that these people are them- 
selves working with small businessmen. 

And through those channels, these people can become better in- 
formed, and perhaps in many cases they will say, “I am not ready yet 
to start my own motel, I had better work in somebody else’s motel for 
a while and learn something about it before I put my $12,000 in with 
what I can borrow and start my new business.” 

Senator Musk. I agree with you. These channels can be very 
helpful. But I think that these must be developed, expanded in some 
way, because they are certainly not available, at least in any way that 
is understood and known about by people who are in need of this 
kind of service. 

Dr. Wutre. We are working now with the American Institute of 
Certified Public Accountants. They are themselves developing a 
management program coming out of the accounting practice of the 
individual accountants and going over into the subject of budgeting 
those parts of management and small business which relate primar ily 
to records and recordkeeping and their plan is to expand from that 
area gradually into broader areas of management. 

We are preparing to work om large corporations that have cus- 
tomer relation departments or have departments that work with 
small suppliers, so that danieah the channels that are established, 
management information can be passed on to the individual small 
manufacturer or small distributor. 

It is more economical from our point of view to work this way, 
through the established channels, than to try to build up a larger staff 
than we have now where we would reach a smaller proportion of the 
total. 

Senator Musxre. I can appreciate the difficulties of staffing of this 
kind. I think, however, that what I, at least, am exploring is the 
possibility of opening up these avenues of communication, not neces- 

sarily as a part of your organization, but think you can accom- 
plish that objective better if you have a firm policy in this respect and 
recognize the need, and develop whatever machinery you can. 

Dr. Wurre. We believe we are doing that and if the committee has 
any suggestions, we would welcome them. 

Senator Muskie. We are looking for suggestions from you. 

Dr. Wuire. I pointed out some of the things we are doing and that 
we contemplate doing. 

Senator Muskie. We appreciate your testimony. 

Senator Proxmire. Thank you very much, Mr. White. 

I would just like to ask you one other thing. It has been suggested 
by Senator Muskie’s questioning, which I think is very constructive; 
that is, we have so many of our very able young people graduating 
from the universities and business graduate ‘schools and so forth who 
go overwhelmingly into big business. I noticed recently that my own 
alma mater, Harvard Business School, has been encouraging their 
young men to go into small business with some success, and some suc- 
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cess for the graduates—great success for the graduates, as well as for 
the small businesses. They find they can get better s salaries; they can 
bring a great deal to these small businesses. And this seems to me 
to be a positive way that some of the serious problems of small busi- 
ness can be helped in their solution, and we can give independent 
business something it needs more than anything else—potential com- 
petence and ability. 

I wonder whether there is anything that you in SBA or anybody 
else in the SBA could do about this? Is there any attempt to make 
the small business opportunities known to able young people, either 
those who have just graduated or who have been in business for 
some time? 

Dr. Wutre. If you will pardon me, I am a graduate of Harvard 
Business School also, and I have been in touch with Paul Dunham. 

Senator Proxmire. His father was dean, was he not / 

Dr. Wuire. Yes; when I was there, long before your time. And 
they are working on it there. There is a committee of deans of the 
American Association of Schools of Collegiate Business that has been 
set up to work with us, and the first problem we presented to them last 
spring was this very problem which I have been very much concerned 
about. 

Paul tells me at Harvard he got out a brochure which we helped 
him with last year. He sent out two or three thousand of them. He 
got back not a single reply saying, “I would like a graduate of Har- 

vard Business School.” 

Senator Proxmire. It seems to me some young men last Christmas 

vacation raised some money and took a tour and came back with a 
briefcase of offers, and some very interesting ones and some exciting 
opportunities and so forth. 

Dr. Wuire. That was a very successful trip on their part. We 
thought it was good, and copied that story that came out in a business 
magazine and sent it to every dean in the U nited States. 

This is something which needs attention. It is quite important to 
get young blood. The boys want to get into small business; there is no 
question about that at all, but the problem is, as I think Mr, Thomas 
would say, the businessman, the small businessman, in the first place 
often does not realize that he needs some additional young supervisory 
help coming along, learning his business with him. One of the big 
problems we have is that when a businessman passes on suddenly, 
there is nobody there to take it over. So he does not realize that until 
aes leaves him or announces he is going to leave next Monday 

ma couple of weeks from now, that he should look for a new employee. 
But he is not conscious he can turn to a university or if he turns to a 
university he cannot get a young man at that time because this happens 
to be February 10 or something like that and the young man will 
not be available until June. 

We have passed this on to this committee of deans with such sug- 
gestions as we had, which I must admit were rather meager, and with 
this story we just referred to, and we hope they will come up with some 
suggestions. 

Senator Proxme. Well, good. I think that was a very sensible 
thing to do, and it seems a story like that that is developed at the busi- 
ness school can be of great national significance and very helpful. 
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Dr. Wurre. One other thing I might present to you: Some refer- 
ence was made this morning to the Department of Agriculture Exten- 
sion Service, the county agents, the amount of money they had for 
research, so this noon I took the liberty of trying to find out what the 
figures were. 

Senator Proxmme. I asked the question. 

Dr. Wuite. I found the appropriation for the Department of Agri- 
culture extension program, which includes the county agents, will 
come this year to approximately $135 million. 

Senator Proxmire. That compares with how much for this whole 
program, $2 million ? 

Dr. Wuirte. $2,080,000. 

The Department of Agriculture contributes about $54 million of this 
and the rest is contributed at the State level. 

Now the Department of Agriculture has for research—I mean in the 
field of agriculture there is available for research this year approxi- 
mately $215 million. This is in addition to the county agent plan. 

Senator Proxmire. How much is available for research for small 
business ? 

Dr. Wuire. That is the $2,080,000, you see. 

Senator Proxmire. When I asked you before, it seems to me you 
said there were some other research programs in the SBA. Did I 
misunderstand you? You referred to counseling, and you said, “There 
are other reseach programs but they are very small.” 

Dr. Wurre. Some other research projects, but they are very small; 
there is no research program as such. 

Senator Proxmire. The total expended by the Government, then, 
on small business research would be less than $214 million ? 

Dr. Wuire. Yes. 

And of this, $215 million, the Department of Agriculture itself 
contributed $116 million and the States contribute slightly less than 
$100 million. 

In the field of marketing alone, in the field of distribution, they 
have a fund of something like $20 million for research. 

Senator Proxmire. Now do you have any figures on research in 
small business by the States or universities and so on, or States through 
their universities ? 

Dr. Wurre. I have not, sir. 

Senator Proxmire. Would you estimate on the basis of your ex- 
perience with this program—you said something about $535,000 
matching 

Dr. Wurtre. That is the matching on our program; $535,000 is the 
aes of money the States would put up to match the Federal 

res. 
saver Proxmire. You know of no other State money? Of course, 
we have this example of the University of Illinois. 

Dr. Wurre. I am sure the bureaus which these different gentleman 
have referred to during the day—there are about 50 of them in the 
United States—carry on research, research which could be defintely 
tagged “small business,” some which might be partly small business. 
But I do not believe they have—and I am sorry to say that we do not 
have—any estimate on how much money would be involved in such 
research. 
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Senator Proxmme. How much work would it be for the staff of this 
= to get that information? Do you think it would be worth 
while? 

Dr. Wurtr. We would be glad to try to help you if we could, but 
the only way I can think of at the moment would be to go to all these 
bureaus at ask them, and then you would not have it all because 
there are other kinds of agencies. The foundations from time to time, 
po ene make a grant to somebody. How to find him would be 

iihcult. 

Dr. Woodruff referred a while ago to a study he made, which is an 
outstanding study in that field on the metalworking industries of the 
State of Pennsylvania. And I believe that was financed almost, if 
not entirely, by a private foundation. 

Senator Proxmire. Well, thank you very, very much, Dr. White. 
We appreciated your testimony. 


(The following was supplied in connection with Dr. White’s re- 
marks :) 


GRANTEES, 1959—SMALL BUSINESS RESEARCH GRANT PROGRAM 


1, Alabama, $40,000 

Grantee: University of Alabama, University, Ala. 

Project director: Paul W. Paustian. 

Title of research project: A Proposal To Investigate the Prevalance of Small 
Business in the Alabama Economy and To Study the Problems of Small Busi- 
ness in Selected Fields of Operation. 

2. Alaska, $28,873 

Grantee: University of Alaska, College, Alaska. 

Project director: Vernon R. Kiely. 

Title of research project: Wholesale-Retail Functions and Warehouse Fa- 
cilities in Fairbanks and Anchorage, Alaska: The Development and Possibilities 
for Expansion. 

8. Arizona, $38,860 

Grantee: Arizona State University, Tempe, Ariz. 

Project director : William A. Nielander. 

Title of research project: Basic Patterns of Operation of Selected Small Busi- 
ness in Arizona. 

4. Arkansas, $40,000 

Grantee: University of Arkansas, Little Rock, Ark. 

Project director: John M. Peterson. 

Title of research project: Studies of Small Business Problems in Major 
Arkansas Industries: 

1. Marketing Prospects in Major Arkansas Industries. 

2. Economic Problems of Arkansas Sawmills. 

3. Management Staffing Needs in Sawmills. 

4. Business Budgeting for Independent Department Stores. 
5. California, $40,000 

Grantee : San Diego State College, San Diego, Calif. 

Project director : Charles W. Lamden. 

Title of research project: A Study of the Problems of Small Electronics Manu- 
facturing Companies in Southern California. 

Colorado, $40,000 

Grantee: University of Colorado, Boulder, Colo. 

Project director: L. J. Crampon. 

Title of research project: 

1. Informational Needs and Problems of Small Businesses in the Moun- 
tain States. 

2. Management Case Studies of Small Business Operation in the Mountain 
States. 








498 SMALL BUSINESS AMENDMENTS OF 1959 


3. The Generation and Selection of New Product Ideas for Small Manu- 
facturers in the Mountain States. 
7. Connecticut, $40,000 
Grantee: University of Connecticut, Storrs, Conn. 
Project director: L. J. Ackerman. 
Title of research project: Problems of Manufacturers in Connecticut and Ef- 
fects of Shopping Centers on Small Retailers: 
1. Mortality Experiences in Connecticut Manufacturing Establishments. 
2. Personnel Factors in Manufacturing Plant Location in Metropolitan 
Hartford, Conn. 
3. Highways as a Factor in the Location of Small Manufacturing Busi- 
ness in the Hartford Area. 
4. Relocation of Business and Industry From Renewal Areas in Con- 
necticut. 
5. Behavior Patterns and Attitudes in the use of External Assistance by 
Small Manuacturers in the Hartford Area. 
6. Some Effects of the Growth of Planned and Controlled Shopping Cen- 
ters on Small Retailers. 
8. Delaware, $40,000 
Grantee: University of Delaware, Newark, Del. 
Project director: Robert L. Bull. 
Title of research project: Success Factors in the Management of Small Food 
Wholesaling and Retailing Businesses. 
9. District of Columbia, $39,905 
Grantee: George Washington University, Washington, D.C. 
Project director: A. M. Woodruff. 
Title of research project: Management Advisory Requirements for Small 
Business Firms: 
1. The Need for Management Assistance as Seen Through Analysis of 
the Experience of 500 New Proprietors. 
2. The Need for an Availability of Counseling as Seen Through the Ex- 
perience of a Structured Sample of 300 Service Agencies. 
10. Florida, $40,000 
Grantee: Florida Development Commission, Tallahassee. 
Project director: William C. Shelton. 
Title of research project: 
1. Popularization of Small Business Research. 
2. Case Studies in the South Florida Construction Industry. 
11. Georgia, $30,705 
Grantee: Georgia Institute of Technology, Atlanta. 
Project director: Ernst W. Swanson. 
Title of research project: Identification and Evaluation of Problems and 
Needs of Small Manufacturing Management. 
12. Hawaii, $39,215 
Grantee: University of Hawaii, Honolulu. 
Project director : Harold S. Roberts. 
Title of research project: A Study of Business Needs in Hawaii as Compared 
With Business Failures During the Last 10 Years. 
13. Idaho, $7,465 
Grantee : Idaho State College, Pocatello. 
Project director: Frank D. Seelye. 
Title of research project : Revenue Quality Control for Motor Common Carriers. 
14. Illinois, $38,211.91 
Grantee: University of Chicago, Chicago. 
Project director : Michael Gort. 
Title of research project : The Characteristics of Industries and the Economics 
of Firm Size. 
15. Indiana, $40,000 


Grantee: Indiana University, Bloomington. 
Project director: S. F. Otteson. 
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Title of research project: Adaptation and Development of Management and 
Financial Controls for Small Business Operations. 

16. Iowa, $39,900 

Grantee: State University of Iowa, Iowa City. 

Project director : C. Woody Thompson. 

Title of research project: An Interindustry Analysis and Management Audit 
of the Small Manufacturing Industry in lowa. 

17. Kansas, $39,905 

Grantee: University of Kansas, Lawrence. 

Project director : H. K. L’Ecuyer. 

Title of research project: Management Strategy in Establishment Sizes Op- 
erated by Both Independent and Centrally Controlled Companies. 

18. Kentucky, $40,000 

Grantee: University of Kentucky, Lexington. 

Project director : James W. Martin. 

Title of research project : An Evaluation of Key Decisions of Small Businesses, 
With an Emphasis on the Quantitative and Economic Concepts Used in Reach- 
ing Those Decisions. 

19. Louisiana, $32,329 

Grantee: Louisiana Department of Commerce and Industry, Baton Rouge. 

Project director: P. F. Boyer. 

Title of research project: 

1. A Guide to Proper Management Planning for Small Business. 
2. Determination of the Educational Needs for Small Business Manage- 


ment. 
3. Selecting, Developing, and Utilizing Competent Executives into Small 
Businesses. 


4. Adaptive Behavior by Small Businessmen. 
20. Maine, $40,000 
Grantee : Maine State Department of Economic Development, Augusta. 
Project director: Sulo J. Tani. 
Title of research project : A Survey of Maine’s Potentials for Economic Growth : 
1. A Study To Review the Current Economic Status of the State of Maine 
and To Project Areas of Opportunities That Exist for Small Business 
Enterprises. 
2. A Study of the Vacation Industry in Maine. 
3. Sources and Availability of Funds to Small Manufacturing Firms in 
Maine. 
21. Maryland, $35,525 


Grantee: Washington College, Chestertown, Md. 

Project director : George Soule. 

Title of research project: Small Business in Food Processing, Distribution, 
and Retailing on the Eastern Shore of Maryland: A Study of Competition With 
Large Concerns and the Impact of Vertical Integration. 


22. Massachusetts, $39,933.75 


Grantee: Babson Institute, Babson Park, Mass. 
Project director : Edward Handler. 
Title of research project : Small Business and Large Unions. 


23. Michigan, $39,986 


Grantee: University of Michigan, Ann Arbor. 

Project director : William M. Hoad. 

Title of research project: A Continuing Analysis of the Management Factors 
Contributing to the Success or Failure of New Small Businesses (manufac- 
turing). 


24. Minnesota, $40,000 
Grantee: University of Minnesota, Minneapolis. 
Project director: D. C. Basil. 
Title of research project : Basic Planning for Small Business: 
1. Management Development as Part of Basic Planning. 
2. Transportation Function of Management. 
3. Forecasting in Basic Planning. 
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4. Market Research in Basic Planning. 

5. “Pattern” Collective Bargaining—Emphasis on Iron Ore Mining and 
Steel Fabrication. 

6. Basic Financial Planning. 

7. Planning Organization Structure During Periods of Growth. 

25. Mississippi, $40,000 

Grantee : Mississippi Industrial Research Center, Jackson. 

Project director: W. Paul Brann. 

Title of research project: Industrial Opportunities for Small Business To 
Utilize Mississippi’s Forest Resources: 

1. The Availability, Ownership, Volume, and Characteristics of Forest 
Resources in Mississippi for New and Expanded Small Manufacturing 
Industries. 

2. Marketing Charcoal Produced in Mississippi. 

3. The Potential for Furniture Manufacturing in Mississippi. 


26. Missouri, $40,000 


Grantee: Missouri Division of Resources and Development, Jefferson City. 

Project director : Richard E. O’Brien. 

Title of research project: The Communication and Information-Gathering 
Techniques and Behavior of the Small Businessman. 


27. Montana, $40,000 


Grantee : Montana State Planning Board, Helena. 
Project director: P. F. Roys. 
Title of research project: 
1. Research on Operating and Marketing Problems of Small Business 
Enterprises Engaged in Lead and Zinc Mining. 
2. Analysis of Expansion and Diversification Possibilities for Bxisting 
Small Manufacturing Concerns in the State of Montana. 
3. An Investigation of the Training Requirements of Small Business With 
Regard to the Educational Needs of Prospective Employees. 
4. Research on Small Business Success and Failure in a Natural Resource 
Economy. 


28. New Hampshire, $40,000 

Grantee: New Hampshire State Planning and Development Commission, 
Concord. 

Project director : Charles L. Crangle. 

Title of research project: A Study of the Small Business Sector of the Economy 


of New Hampshire To Determine the Necessary Economic Climate To Encourage 
Further Small Business Development. 


29. New Jersey, $40,000 
Grantee: New Jersey Department of Conservation and Economic Develop- 
ment, Trenton. 
Project director : Joel H. Sterns. 
Title of research project : Defining Problems of Small Business in New Jersey: 
1. An analysis of the Financial Problems of New Jersey’s Small Manu- 
facturers. 
2. An Analysis of the Financial Problems of the Small Independent Dis- 
tributors in New Jersey. 
3. Direct Investigation Into the Problem of Small Business. 
4. An Analysis of the Changing Patterns in New Jersey Retail Businesses. 


380. New Meszico, $30,864 

Grantee: University of New Mexico, Albuquerque. 

Project director : Ralph L. Edgel. 

Title of research project: Expansion of Food Manufacturing in New Mexico. 
81. New York, $40,000 


Grantee: Syracuse University, Syracuse. 

Project director: Donald H. Davenport. 

Title of research project: An Evaluation of the Interrelationships Between 
Large Manufacturers and Small Suppliers. 
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82. North Carolina, $39,805 


Grantee: Duke University, Durham. 

Project director: F. Hodge O’Neal. 

Title of research project: Research in the Legal and Economic-Legal Aspects 
of Small Business Planning. 


83. North Dakota, $40,000 


Grantee: University of North Dakota, Grand Forks. 
Project director: R. D. Koppenhaver. 
Title of research project: 
1. Industrial Market Potentials for Selected North Dakota Agricultural 
Commodities. 


2. The Development of Accounting and Statistical Data for Small Busi- 
ness Management. 


$4. Ohio, $40,000 
Grantee: The Ohio State University Research Foundation, Columbus. 
Project director: James C. Yocum. 


Title of research project: Adaptation of Manualized Business Procedures to 
Small Business Needs. 


35. Oklahoma, $40,000 
Grantee: Oklahoma Department of Commerce and Industry, Oklahoma City. 
Project director: Raymond D. Thomas. 
Title of research project: 
1. Factors Which Determine the Economic Survival of Small Business 
Firms in Several Important Industries and Trades in Oklahoma. 
2. Factors Which Should Determine the Location of Small Retail Firms. 
3. Factors Which Determine the Managerial Efficiency and Profitableness 
of Small Business Organizations in the Motor Freight Industry. 
4. Factors Which Determine the Opportunities for Small Business in 
Areas Experiencing Development of Inland Water Resources. 


86. Oregon, $34,480 
Grantee: The University of Oregon, Eugene. 
Project director: Wesley C. Ballaine. 


Title of research project: An Appraisal of Risk Management in Small Retail- 
ing Establishments. 


87. Pennsylwania, $40,000 
Grantee: Temple University, Philadelphia, Pa. 
Project director : Nathaniel Jackendoff. 
Title of research project: An Exploratory Survey of Financial Ratios and 


Other Business Services With Special Attention to Their Application to Prob- 
lems of Small Business. 


88. Rhode Island, $40,000 
Grantee: Brown University, Providence, R.I. 
Project director : Kurt B. Mayer. 
Title of research project: Some Economic and Sociological Factors Influenc- 
ing the Distribution of Business Firms by Size: 
I. The Effect of Suburbanization on the Size and Growth of Small Busi- 
ness Establishments; and 
II. Critical Internal and External Aspects of the Financial Management 
of Business Firms Affecting Size and Growth. 


89. South Carolina, $30,010 
Grantee: University of South Carolina, Columbia. 
Project director: Olin S. Pugh. 


Title of research project: Financial Management Problems of Single Unit 
Firms in South Carolina. 


40. South Dakota, $35,420 

Grantee: State University of South Dakota, Vermillion. 

Project director: R. F. Patterson. 

Title of research project: Some Basic Problems of Small Business in South 
Dakota: An Appraisal and Possible Solutions : 


1. Financing Small Business in South Dakota: Retailing, Service, Whole- 
saling, and Small Manufacturing. 
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2. Small Business in South Dakota To Be Affected by Proposed Super- 
highways in South Dakota. 
}1. Texas, $40,000 

Grantee: University of Houston, Houston. 

Project director : Paul H. Rigby. 

Title of research project: A Study of Decisionmaking Processes in the Small 
Busines Firm. 

42. Utah $40,000 

Grantee: University of Utah, Salt Lake City. 

Project director: Osmond L. Harline. 

Title of research project : Evaluation of the Use and Impact of— 

1. Informational Aids, and 
2. Government-Sponsored Financial Assistance Programs Available to 
Small Business. 
48. Vermont, $25,000 

Grantee: Vermont Development Commission, Montpelier. 

Project director: John M. Thompson. 

Title of research project: Sample Survey of Small Business Operations in 
Vermont. 

44. Virginia, $40,000 

Grantee: University of Virginia, Charlottesville. 

Project director: Lorin A. Thompson. 

Title of research project: A Proposal on Small Business Training and Develop- 
ment : 

1. Study—Administrative and Management Problems of Small Business. 
2. Analysis of Trends in Sales Volume for Major Classes of Retail Busi- 
ness. 
45. Washington, $40,000 

Grantee: University of Washington, Seattle. 

Project director: Warren W. Etcheson. 

Title of research project : Problems of Small Business in Washington: 

1. Financing Small Business: Survey of Credit and Capital Sources in 
Washington State. 
2. Regulation of Retail Competition in Washington. 
3. Factors Affecting the Growth of Small Manufacturing Enterprises. 
4. An Analysis of Business Terminations. 
5. Pricing Policies and Practices of Small Manufacturers in Washington. 
46. West Virginia, $13,800 

Grantee: West Virginia University, Morgantown. 

Project director: James H. Thompson. 

Title of research project: Methods of Plant Site Selection Available to Small 
Manufacturing Firms. 

47. Wisconsin, $40,000 

Grantee: Division of Industrial and Port Development, State of Wisconsin, 
Madison. 

Project director: James S. Earley. 

Title of research project: Problems of Financing Growth of Wisconsin Small 
Business (a research project to determine sources of funds for small- and me- 
dium-size Wisconsin companies and whether there is significant variation in 
the rates of growth of companies of various sizes and industry classification, 
including a study of demised, merged, and relocated companies). 


48. Wyoming, $34,950 
Grantee: University of Wyoming, Laramie. 
Project director: Floyd K. Harmston. 
Title of research project: An Investigation Into Problems Peculiar to Small 
Businesses in Wyoming and the Rocky Mountain Area: 
1. An Investigation to Determine the Management and Administrative 
Problems Encountered by the Owners and Managers of Small Business Units. 
2. A Time and Duty Study of Retail Sales Personnel. 
3. A Study of ICC 1 percent Waybill Data to Determine Existing Markets 
for Various Commodities. 
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49. Puerto Rico, $40,000 

Grantee: Economic Development Administration, San Juan. 

Project director: Morris Moses. 

Title of research project: The Removal of Obstacles to the Growth of Small 
Locally Owned Manufacturing Firms in a Newly Developing Industrial Area. 
50. Nebraska, $15,392 


Grantee: University of Nebraska, Lincoln. 

Project directors: Clifford M. Hicks and Harold E. Wise, associate dean, grad- 
uate College, and deputy research administrator. 

Title of research project: Problems in the Sale of an Interest in a Small 
Business Proprietorship as Influenced by the Federal Income Tax Laws and Re- 
tail Store Hour Survey in All of the Nebraska Towns of 10,000 to 25,000 Popu- 
lation. 


51. Nevada, $32,213.30 
Grantee: University of Nevada, Reno. 
Projector director : Robert C. Weems, Jr. 
Title of research project: The Extent of Retail Advertising as a Management 
Tool—Its Scope and Importance in Small Business. 
52. Tennessee, $40,000 
Grantee : Tennessee Polytechnic Institute, Cookeville. 
Project director: Louis Johnson, Jr. 
Title of research project: Investigation of the Marketing and Management 
Practices of Selected Small Businesses : 
(1) Newly Developed Industry. 
(2) Long-established Industry. 


Senator Proxmire. I have a number of letters and statements that 
have been rec eived in regard to the subject of our hearings which will 
be inserted in the record together with any that may be received 
subsequent to our closing the hear ings today. 

(The letters and statements referred to follow :) 


U.S. SENATE, June 11, 1959. 
Hon. SPESSARD HOLLAND, 
Chairman, Subcommittee, 
Senate Appropriations Committee, 
Washington, D.C. 


DEAR SENATOR: I am very much interested in the hearing that you are cur- 
rently conducting on the Small Business Administration appropriation for fiscal 
year 1960. As you know, Congress set up this agency for the primary purpose 
of aiding the small business community. However, I feel that adequate funds 
have not been requested to carry out the statutory duties of the Small Business 
Administration in the procurement and technical assistance program. 

The Bureau of the Budget has requested that $3,200,000 be appropriated for 
the activities in this program. However, the Small Business Administration 
originally requested $4,418,000. 

I am advised that there are some 500 Government procurement centers in 
the continental United States and Territories and that the Small Business 
Administration has 15 regional offices and 42 branch offices. Your subcommittee 
hearing disclosed that the Small Business Administration requested budget 
authority for 239 employees to give procurement and technical assistance in all 
these procurement centers and Small Business Administration offices. However, 
the Budget Bureau authorized only 154 to cover these activities. This appears 
to be only a skeleton force to cover such a vast operation. The program estab- 
lished by the Small Business Administration appears to be most complete as 
will be noted from the attached summary. However, with such a small number 
of employees the program could not be carried out effectively. 

In view of the informed study made by the small business Administrator of 
the personnel and moneys needed to carry out the program, I feel that the budget 
authorization requested by the Administrator should be granted. 

The small business share of Government contracts has been constantly declin- 
ing every year and one of the most effective ways to reverse the existing trend 
would be, in my opinion, to assign more Small Business Administration person- 
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nel to procurement centers on a full time basis. To do this and to carry out 
other phases of the program it appears that 239 men would be the bare minimum 
needed. 

The studies made by the staff of the Senate Small Business Committee in the 
procurement field have clearly shown that Small Business Administration’s 
activities in finding small business suppliers have resulted in reducing the cost 
to the Government of the items purchased in some instances by as much as 
70 percent. This saving brought about by the Small Business Administration 
in its procurement activities would no doubt exceed the requested increase in 
their appropriation. Senator Saltonstall, the ranking minority member of the 
Senate Small Business Committee, joins me in requesting that sufficient funds be 
granted to the Small Business Administration to enable it to do an effective job. 

I appreciate the opportunity of giving the subcommittee my views on this 
matter of importance to small business. 

With best wishes, 

Sincerely, 
JOHN SPARKMAN, Chairman, 


AMENDMENTS TO THE SMALL BUSINESS ACT OF 1958, S. 2032 


These amendments have been found to be necessary after experience in opera- 
tion under the existing act to strengthen the Small Business Act in discharg- 
ing its statutory duties. 

Section 2: Much emphasis is being placed on the subcontracting program for 
small business concerns by the Department of Defense and others in the pro- 
curement field. Therefore, in this section the word “subcontracts” should be 
added so as to enable Small Business Administration to strengthen its program. 

Section 8(b)7: The issuance of certificate of competency has proven to be a 
most effective method in aiding small business and has been generally accepted 
by the various Government agencies. However, it has been found that the 
language in the section should be reworded to avoid any question as to the au- 
thority of Small Business Administration in issuing a certificate of competency. 
The amendment changes the section from to certify * * * etc. with respect to 
the competency as to capacity and credit to “To certify any small business con- 
cern or group of such concerns as ‘qualified’ to perform a specific Government 
contract.” 

Section 8(b)8: Insert after “reports” the following “and records for review.” 

Section 8(b)11: Should be changed to read “to make studies of and at all 
stages of the procurement process including the observation of any negotiations 
and awards board discussions and to recommend to the appropriate Federal 
agency to insure that a fair proportion of its total purchases * * * ete.” 

Section 15: Strike out the second comma and insert in lieu thereof the follow- 
ing “including subcontracts and purchases of suppliers made pursuant thereto, 
and * * * etc.” 

These changes will assist the Small Business Administration in making its 


subcontracting program stronger. 





STATEMENT OF HuBERT H. HuMPpHREY, A U.S. SENATOR FROM THE STATE OF 
MINNESOTA 


Mr. Chairman, I appreciate this opportunity to testify on the legislative pro- 
posals before this subcommittee, proposals which are offered for the purpose of 
encouraging and preserving a healthy and prosperous economic climate for 
small business. 

Having been privileged to serve on the Senate Select Committee on Small Busi- 
ness for the past 10 years, I have been vitally interested in small business and in 
the problems which it faces. 

The various hearings I have conducted over the years, as chairman of the Re 
tailing, Distribution, and Fair Trade Practices Subcommittee of the Senate 
Small Business Committee, have brought out so well to me the human drama 
of economics, the personal involvement of the independent businessman. For in- 
deed, the problems of an independent merchant, unlike those of the professional 
manager of industry who remains insulated from the human results of his de 
cisions, are not only economic problems, but also personal and family problems. 
The well being and security—the day-to-day personal accommodations and life’s 
deepest aspirations for that whole family unit are dependent on the continued 
success of that independent business establishment. 
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I want to discuss two bills in particular, pending before this subcommittee, S. 
1340 and S. 1777, that would permit disaster loans to small businesses which 
suffer economic injury due to condemnation proceedings under federally aided 
highway and redevelopment programs. S. 1340, which I introduced, refers to 
the highway program; S. 1777, sponsored by Senators Clark and Javits, applies 
to urban renewal activities. Both of these bills would amend the Small Business 
Act, which now provides a program of disaster loans at low interest to business 
firms which suffer economic hardship as a result of floods, droughts, and other 
natural catastrophies. These loans are made either by the Small Business 
Administration directly, or in cooperation with private lending institutions, at 
8 percent interest payable within 20 years. 

Surely, the disastrous effect on many small businessmen who are forced to 
move is no less complete than a disaster suffered as a result of natural causes. 
It is, in my opinion, only equitable that there be set up a program to provide such 
small businessmen with disaster loans to enable them to make the transition 
over to new places of business. 

It will be argued that in condemnation proceedings there is a constitutional 
guarantee of just compensation. The courts, however, seldom permit ap- 
praisers to take into consideration such items as loss of goodwill, costs of moving 
the business to a new location, loss of profits occasioned by the move, or costs 
of promoting and developing the new location—all of which costs and losses 
are occasioned by the Federal Government and completely out of the control of 
the businessman affected. 

In view of the scope of the Federal highway and urban renewal programs 
now underway, these are problems which are going to be of increasing im- 
portance. I believe that now is the time to ease the difficulties of countless 
businessmen in making the move to new locations. 

Still a further area where congressional action is needed to enable the effi- 
cient and enterprising businessman to cope with problems beyond his control is 
the matter of long-term financing. I was extremely proud to have been a co- 
sponsor of the Small Business Investment Act of 1958, which became law in the 
85th Congress. At the latest count, 20 licenses have been issued to small busi- 
ness investment companies in various parts of the country. I am pleased to 
point out that one of the first two companies so licensed by the Small Business 
Administration was the First Midwest Small Business Investment Co. of 
Minneapolis, Minn. Furthermore, a second license has been issued to a Min- 
nesota firm, the Fidelity Small Business Investment Co., also of Minneapolis. 

While the outlook for these small business investment companies is en- 
couraging, it has become clear in a very short time that certain changes must be 
made in the Investment Act. 

The proposal has been made, for instance, to eliminate the provision requiring 
Small businesses who receive equity capital from a small business investment 
company to purchase stock in the investment company in an amount equal to 
2 to 5 percent of the capital provided. I am in favor of this proposal because 
it will eliminate what amounts to an unnecessary loading charge. Our original 
bill, I might point out, did not include this burdensome requirement and was 
only agreed to by the sponsors in order to get the bill through. Deletion of 
this present provision is contained in S. 2139, which is before this subcommittee. 

S. 2139 is designed also to facilitate easier financing of small business by 
eliminating the present restriction relating to the methods of financing. As the 
act now stands, investment companies may finance small firms only through the 
medium of convertible debentures or through loans or a combination of both. 
In practice, the convertible debentures under existing law are easily converted 
into common stock and thus it appears senseless to prohibit the original issuance 
of common stock. S. 21389 would permit the borrower and the investment com- 
pany to negotiate the finance terms subject to the approval of the Small Busi- 
hess Administration. I support this proposal because of the increased flexibility 
it will give to the Investment Act. 

Authorizing the SBA to approve the terms should provide ample protection 
for any small businessman who might be in an extremely poor negotiating posi- 
tion with respect to an investment company. 

I should like to suggest that the subcommittee analyze the present provision 
relating to the convertibility of debentures at “sound book value” as of the time 
the debenture is purchased (sec. 304(b)(3)). The term “sound book value,” I 
am told, is unique to this legislation. Since it is not defined and has never had 
judicial interpretation, it is a potential breeder of litigation. It is entirely con- 
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ceivable, for instance, that a borrower from an investment company, after suc- 
ceeding, will challenge the convertibility of the debenture on the ground of 
violation of the requirement pertaining to “sound book. value.” While this 
problem may become moot after 8. 2139 is passed, it is possible that the Small 
Business Administration will incorporate the phrase in the new regulations. A 
review of the background and an analysis of the meaning of this phrase may, 
therefore, reveal the need for further amendments to the Investment Act. 

In conclusion, I want to commend this Subcommittee on Small Business for 
the careful study it is giving to legislative proposals designed to preserve our 
free enterprise system through aiding and promoting independent small business 
in America. 


W. E. Hutton, & Co., 
New York, N.Y., July 15, 1959. 
Mr. J. H. YINGLING, 
Chief of Staff, Committee on Banking and Currency, 
U.S. Senate, Washington, D.C. 


DeaR Mr. YINGLING: Having been unable to testify, I should like to submit 
my brief comments on the proposed amendments to the Small Business Act and 
the Small Business Investment Act of 1958. 

It seems to me that discouragement over the number of companies formed, 
pursuant to the Small Business Investment Act, is not altogether justified. It 
will take time for people to understand the provisions of the act. Secondly, it 
should be recognized that in the last several months the public sale of securities 
of relatively small companies has been possible to a much greater extent than 
at any other time in recent years. The statistics of the Securities and Exchange 
Commission, both with regard to registered securities and exempt issues show this 
to be true. 

I believe that the proposal to permit small business investment companies to 
purchase equity securities, rather than limit purchases to obligations convertible 
into stock, is entirely sound. This is in line with my recommendations when 
I testified before the committee last year, and also is in harmony with the 
functioning of the Industrial and Commercial Finance Corp. Ltd. in London, 
England. 

I respectfully urge that the committee study carefully the operation of the 
Industrial and Commercial Finance Corp., which has a substantial part of its 
investment in the preferred and common stocks of a broad variety of enter- 
prises. This company has operated successfully without any special tax 
advantages. 

I would like to point out that at least one corporation, licensed under the 
Small Business Investment Act was successful in raising some $16 million 
through the sale of common stock to the public, and over a period of time it 
would be surprising if additional companies were not organized to take advan- 
tage of the provisions of the act. It is altogether likely that in a less buoyant 
period, when relatively small companies are less able to obtain funds, greater 
use of the provision of the act will take place. 

The foregoing views are my own and are not necessarly shared in by the 
partners of this firm. 

Sincerely yours, 
R. L. WEISSMAN. 


H. B. HrrscH & Sons, INc., 
Baltimore, Md., July 17, 1959. 
SENATE BANKING AND CURRENCY COMMITTEE, 
Senate Office Building, Washington, D.C. 

GENTLEMEN : I have been invited to express my opinion on certain legislation 
now being considered by the Small Business Subcommittee of the Senate Banking 
and Currency Committee, and am taking this opportunity of doing so. 

First, allow me to say that I have gone to the Small Business Administration 
in Baltimore on several occasions, and have always received excellent advice and 
assistance, and most courteous treatment. It is my opinion that the Small 
Business Administration has been and is doing an excellent service to small 
business as well as to the economy of the country as a whole. 

One of the ways in which the Small Business Administration has been able 
to help small business has been by the setting aside of certain prime Govern- 
ment contracts for small business. If, in addition to this, the Small Business 
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Administration were able to set aside for small business a portion of the sub- 
contracts placed by prime Government contractors, this would undoubtedly help 
still further this very important segment of our economy. 

I won’t attempt to be so presumptuous as to try to give you my reasons for 
feeling that small business must be preserved in this country; it is obvious to 
me that you are fully cognizant of these facts. Nor will I attempt to belittle 
big business per se. Some of the very largest businesses in the country have been 
of great help to us, and I realize that there are many projects which can only 
be satisfactorily performed by the giants of industry. But I am certain that big 
business, small business, and the United States of America would benefit by 
additional subcontracting to small business. 

Respectfully, 
M. J. HigscuH. 


MARINETTE MARINE CORP., 
Marinette, Wis., July 17, 1959. 
Subject: Statement by the Marinette Marine Corp., Marinette, Wis., regarding 
set-asides for subcontractors. 
SENATE BANKING AND CURRENCY COMMITTEE, 
Senate Office Building, Washington, D.C. 

GENTLEMEN : We understand your committee is considering legislation intended 
to strengthen the position of small business on subcontracts under Government 
procurements. We further understand that to fulfill this service it is con- 
templated to incorporate into prime contracts a requirement that a certain per- 
centage of subcontracts be awarded to small business by set-aside. 

The Marinette Marine Corp. as a small business concern has enjoyed an 
appreciable amount of Government business which has been of considerable 
benefit to this labor-distressed area and to ourselves. We feel that much of our 
Government work results directly from existing policies to assist small business 
or prime contracts; namely (1) joint determination between the Small Business 
Administration and the procuring agency to restrict specific procurements to 
small business, and (2) set-asides to small business. 

The Marinette Marine Corp. heartily endorses this effort by your committee to 
provide assistance to small business in the area of subcontracts under Govern- 
ment prime contracts and considers this effort to be a logical and needed exten- 
sion of the policy of Congress that small business secures an equitable percentage 
of Government contracts. 

We respectfully request that the committee enter this letter into its record on 
this subject. If we can be of further assistance to the committee in this notable 
effort, please do not hesitate to contact us. 

Very truly yours, 
F. H. BELiew, 
Vice President and General Manager. 


STATEMENT OF S. ABBoT SMITH, PRESIDENT, THOMAS STRANAHAN Co., 
CHELSEA, MASs. 


(Submitted to the Small Business Subcommittee, Senate Banking and Currency 
Committee hearing July 22, 1959) 


Gentlemen, my name is 8. Abbot Smith and I am president of Thomas Stra- 
han Co., a small concern manufacturing fine wallpapers in Chelsea, Mass. I 
very much appreciate your giving me this opportunity to lay before you some of 
my thoughts with regard to the small business management research program 
because, in my opinion, the continuation of this program is most important if 
we really want small business to grow and prosper. 

It seems to me that when the Congress created the research program by pass- 
ing the Small Business Act of 1958, it took the first, and one might say, the most 
important step toward really aiding small business on a long-term basis. For 
the first time a means of going to the very roots of the many complex problems 
which beset small business has been created. Previously the aid extended to 
small businesses has been mostly toward relieving symptoms rather than to- 
ward eliminating causes. 

The Small Business Administration has been doing an excellent job and has 
helped many small businesses in many ways. SBA loans have enabled many 











508 SMALL BUSINESS AMENDMENTS OF 1959 


smal) concerns to survive and grow. But research programs may ascertain 
the basic reasons why it is necessary to have an organization like SBA do that 
job. Why don’t the present financial institutions do it adequately? Would it 
perhaps be better for the economy and cheaper, too, if the tax laws were changed 
so as to allow smaller businesses to retain and plow back a larger proportion 
of their earnings each year? If that were done, perhaps SBA loans would not 
be so necessary. 

I have recently read in the newspapers that Chairman Mills of the House 
Ways and Means Committee would like to have a complete overhauling of the 
whole tax structure, which is now such a hodgepodge. If that were to be done, 
would it not be highly desirable that a thorough research job be done first to 
examine the impact of the present taxes on small business so that those in- 
terested in the welfare of small business would know what is wrong now and 
have adequate information on which to recommend changes? 

How are small businesses meeting the problem of unionization of their 
employees? 

Poor management is the most important reason assigned for failures in small 
business. How can we best overcome that problem? 

In fact, there is practically no subject having to do with small business on 
which there is not an enormous amount of misinformation floating about. 
Everybody is ready to offer panaceas at the drop of a hat; many don’t even 
wait for the hat to drop before sounding off, ready to propose a law to cure 
every complaint or ill that is mentioned. 

But it seems to me that what is needed first is competent, thorough research 
done by properly trained persons who are seeking facts and not trying to prove 
theories. 

Frankly, I was amazed when, as a member of the Management Research Ad- 
visory Council appointed by Mr. Wendell Barnes, Administrator of the Small 
Business Administration, I had an opportunity to study the proposals which 
were submitted from all over the country. Our problem was not to find proj- 
ects which seemed worth while, but rather to decide which should be selected 
out of so many good subjects, backed up by such able research staffs. It seemed 
a shame that more could not be activated at once because the knowledge they 
would have developed would be so useful. All of which is just an indication of 
how little we really know about what makes small business and small business- 
men tick—about the many forces, financial, economic, and social which bear 
upon them and shaped their development. 

It seems to me that this research program offers a means of putting some of 
the best brains in the country to work delving into these various fields and 
problems. As this basic research work progresses on each of these various proj- 
ects, the results can be studied and then everyone interested in the welfare of 
small business can know what should be done and how it should be done. 

As the results of these research programs and studies are analyzed, the Small 
Business Administration and other organizations will be in a better position to 
really effectively counsel small businesses as charged in the act. 

There is no question but what experience will show that some changes in 
the provisions of the act as regards research programs should be made which 
will improve their effectiveness, but in my opinion, the grants already made 
will produce very worthwhile results and point the way toward developing even 
more valuable knowledge on this vital subject, proving that the overall program 
should be continued. 

This is the age of research. It is said that businesses which do not make use 
of research will not survive. I think the same is true of small business in gen- 
eral. Our economy has become so complex; there are so many forces which tend 
to compel the large companies to grow constantly larger—for instance, they 
have to be enormous just to handle the tremendous defense orders under the 
new weapons system concept—that we can no longer rely entirely on the hit-or 
miss, undirected, sturdy individuality of small business to maintain itself. We 
should use all the tools at our command to find out all we can about those basic 
forces and what we should do about them so that small businesses can con- 
tinue to grow and flourish, to keen competition alive in all segments of our 
economy, to provide a seedbed for developing business leaders, and to provide 
those thousands of centers of initiative which keep our economy dynamic. 

Consequently, I should like to urge in the strongest possible terms that the 
research program be continued beyond 1960. It is my belief that if the results 
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of this program are studied and proper action taken, there is no way in which 
such a relatively small amount of money could be spent so advantageously for 
the small businesses of the country and for the good of the country as a whole. 





San Francisco, CAuir., July 10, 1959. 
In re hearing on Small Business Investment Act. 
Mr. J. H. YINGLING, 
Chief of Staff, 
U.S. Senate Committee on Banking and Currency, 
Washington, D.C. 


DEAR Sir: Having been away from my office for a period of about 6 weeks, 
I found your letter, dated June 18, on my return pertaining to the hearings on 
the Small Business Investment Act. 

The procedure to qualify for a license under the act as set forth by the Small 
3usiness Administration causes a great deal of duplicate work, due to the re- 
strictions of many States relating to obtaining presubscription agreements. The 
procedure, of course, does not affect the large concern or two or three individuals 
who would be interested in financing the entire project themselves. 

It is my opinion that where an application is filed and supported by 25 to 
100 proposed subscribers, that by the time an authorization is granted the 
applicant to make an application for a license, a vast majority of the group have 
become interested in other ventures. 

May I suggest that the procedure required be limited to a simple application 
stating the plan of operation with a proposed board of directors of not less than 
3 or more than 10 directors. If the board of directors qualify and the plan sub- 
mitted is approved by the Administration, a license will be issued the applicant 
allowing it 90 days to 6 months to qualify financially. 

Respectfully submitted, I am. 

Very truly yours, 
CYRIL SAUNDERS. 


THE UNIVERSITY OF WYOMING, 
Laramie, Wyo., June 24, 1959. 
Hon. GALE McGEs, 
U.S. Senate, 
Washington, D.C. 

Dear GALE: Dean Paul Milam of the College of Business Administration at the 
University of Arkansas has long been interested in the work done by the Small 
Business Administration. As you may know, about a year ago Congress passed 
an act which made it possible for schools such as ours to receive as much as 
$40,000 per year for research projects in the field of small business. More re- 
cently the machinery for applying for these grants has been completed and 
schools across the Nation are now receiving the approval of their projects. We 
have been successful in applying for a grant from the Small Business Adminis- 
tration, and we are quite confident that the projects which we will undertake 
under this grant will be very meaningful to the small businessmen of Wyoming 
and eventually to the economy of the State as a whole. 

Dean Milam now informs me that there is a proposed amendment to the Small 
Business Act which would provide that this $40,000 grant may be made to a 
private corporation composed of representatives of various State agencies and 
educational institutions. It is my opinion that such an amendment might have 
some detrimental effects. I should like to point out that one effect of this amend- 
ment might be to establish a new operating agency with its own permanent staff. 
Such a development could result in the loss of control over the use of Small Busi- 
ness Administration grants by educational institutions. It could mean the loss 
of indirect benefits to the educational programs of colleges which result from par- 
ticipation of the teaching staff in applied business research programs. From the 
standpoint of the individual staff member, it could reduce the chance for higher 
total annual income which could result from summer work on SBA grant projects. 

There might be some likelihood that a shift of the grant from educational in- 
stitutions to private corporations would prevent the expansion of the program 
along the lines of a joint program between the U.S. Department of Agriculture 
and the land-grant colleges of agriculture. It does not seem probable that the 
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agricultural program would have ever reached its present position of importance 
if it had started as a relationship between the U.S. Department of Agriculture 
and private nonprofit corporations. Certainly not many would suggest today that 
the agricultural research and extension programs carried on by the land-grant 
colleges should be transferred to private nonprofit corporations. 

In view of the newness of last year’s legislation, it would seem logical to 
allow some time under the present legislation before significant changes are 
proposed. After a period of experience we could more intelligently recommend 
changes. If I may, I should like to suggest that you study this matter rather 
carefully, and that it might be well to confer with the Senate Banking and 
Currency Committee so that they might learn of your views. If I can express 
myself more completely on this matter at a later time, I shall be pleased to do 
so. I know, of course, that there are many, many things which are occupying 
your attention, but this is an important matter to land-grant colleges and 
especially to our College of Commerce and Industry at the University of 
Wyoming. 

Please give my regards to your staff and to Mrs. McGee. 

Cordially yours, 
M. C. MUNDELL, Dean, 


THE OHIO STATE UNIVERSITY, 
Columbus, Ohio, July 13, 1959. 
Hon. A. WILLIS ROBERTSON, 
Chairman, Senate Banking and Currency Committee, 
Senate Office Building, Washington, D.C. 

My Dear SENATOR ROBERTSON: We have heard that amendments to section 
602(d) of the Small Business Investment Act of 1958 (or to sec. 7(d) of the 
Small Business Act, as amended) have been offered which would affect the 
ability of land-grant colleges and universities, and colleges and schools of busi- 
ness generally, to qualify independently as applicants for, and to receive, SBA 
grants for research in small business. 

We are an “interested party” in the SBA research-grant program, since this 
college, of the Ohio State University (a land-grant institution), submitted a pro- 
posal for, and just received, an SBA research grant from funds made available 
to SBA for the present fiscal year. 

However, I believe we can comment with reasonable objectivity on what we 
believe to be some fundamentals in the small business research-grant program. 

First of all, let me say that when the Congress, in section 602(d) of the 
SBIC Act of 1958, authorized the program for “studies, research and counseling 
concerning the managing, financing and operation of small business enter- 
prises * * *,” and provided universities and schools of business in the various 
States an opportunity to obtain small, individual grants for the prosecution of 
such research, we considered this as another of the forward-looking actions of the 
Congress in behalf of small business, and one that offered a tremendous potential 
for contributing to the vitality and successful survival of small business in the 
United States. 

It has been our view that legislative aid to small business should avoid subsidy 
but that aid of two fundamental kinds can and should be authorized : 

1. Equalization of the competitive status of small business through— 

(a) provision of access to equity capital at reasonable interest rates; 

(b) guarantee of buying equality to buyers of the same class and quan- 
tity in accordance with legitimate cost variations of sellers: 

(c) preventation of monopoly practices, and predatory and unfair meth- 
ods of competition ; 

2. Research and education in small business—The continuous provision of in- 
formation that will help small business operators to become more efficient, better 
able to understand and cope with new developments, and better able to compete. 

The new program of support for fundamental and applied research especially 
directed to the fields of small business was thus, to us, the strong and indis- 
pensable second leg in this two-part approach, which is soundly based on equali- 
zation of opportunity, and education and self-help, rather than subsidy. 

The Small Business Administration has done yeoman work in preparing ané 
publishing a great number of managemnt aid bulletins, and other educational 
materials, for small business. But it can do considerably more if it has the 
benefit of fresh approaches and the results of new, intensive and scientific ex- 
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plorations into a wide variety of small business problems. Such new approaches 
and results should flow from the many and varied researches that will be under- 
taken under the SBA research-grant program. A perusal of just the titles of the 
52 SBA grants made in the first year will be indicative, I believe, of the substan- 
tial possibilities in this program. 

Most of the grants, you will observe, were to universities. This is as it should 
be, I submit, if genuine research is to be done. The universities are the reposi- 
tories of the only substantial research talents in the fields of economics, finance 
and business management that are available for public benefit at economical 
costs. The enlistment of the talents and abilities of a large number of experts 
in every business field among the faculties and mature graduate students at the 
universities, as is done under section 602(d), was a brilliantly conceived way 
of organizing a substantial research program at low cost. Finally, the univer- 
sities are interested in, accustomed to, and organized for research in business 
(nearly every large university maintains a bureau of business research, for 
example) in a way that state administrative agencies generally are not. 

In summary, then, we would urge your favorable consideration of the follow- 
"~ propositions with respect to the small business research program: 

. That continuing authority to the SBA for a small business research-grant 
ae as developed by the SBA under the original authorization should be 
maintained. 

2. That the research-grant program developed by the SBA is new and only 
now beginning to get underway; that it appears highly promising; and that 
no changes should be made in the method of conducting the program until there 
has been time for a fair experience with and evaluation of the present system. 

3. That the university and college specialists in the fields of special concern 
to small business should continue to be encouraged, as now, to participate 
directly in the small business research program and not be discouraged (or 
prevented) by any artificial administrative devices or any third-party participa- 
tion in the research-proposal and research-grant procedure. 

Respectfully yours, 
JAMES R. McCoy, Dean. 


(An article from the American Banker, dated July 27, 1959, entitled 
“Small Business Firm Formed in Tennessee Backed by 42 Banks,” and 
an article from the American Banker, dated July 29, 1959, entitled 
“23-Bank Company, Formed in Dallas, Licensed by SBA” were 
ordered inserted in the record by the chairman.) 


{From American Banker, July 27, 1959): 
SMALL BUSINESS FrrRM FORMED IN TENNESSEE BACKED By 42 BANKS 


NASHVILLE.—Wendell B. Barnes, administrator of the Small Business Admin- 
istration, Washington, at a ceremony here handed a license to Lee Davis, presi- 
dent, Tennessee Investors, Inc. This act formally launched that company as a 
small business investment company with headquarters here. 

Tennessee Investors is the first small business investment company in the 
Nation, of the 20 so far licensed, which is organized with the statewide participa- 
tion of independent banks, according to the firm. 

Forty-two banks, representing all sections of the State, participated in the 
initial capitalization with 20 individuals as charter stockholders, but no stock- 
holder owns as much as 10 percent. This sponsorship foretells widespread 
interest among banks and the small businesses of the area. The company will 
be large enough to meet regional needs. Many additional banks throughout 
the State have stated their intention of supporting the new company and re- 
ferring small business firms who are in need of equity and term financing. 

The 9 board members of Tennessee Investors, Inc., represent statewide 
business and financial interests, and an advisory board of 25 members will be 
made up of businessmen and bankers, representing each congressional district 
of Tennessee. 

Gov. Buford Ellington, of Tennessee, who sponsored legislation to assist over- 
all business expansion, signed into law last February 19, 1959, an act enabling 
State banks to purchase stock in small business investment companies up to 1 
percent of the bank’s capital and surplus, to the same extent as national banks, 
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thus becoming the first State to permit State banks to invest directly in this 
program. 

Tennessee Investors, Inc., was chartered by the secretary of state of Ten- 
nessee on August 28, 1958, and is the first Tennessee company so chartered for 
the purpose of operating as a small business investment company. It has an 
authorized capitalization of $10 million at a par value of $10 per share. The 


entire initial capital of $333,500 was subscribed privately. 
NOTIFICATION FILED 


Notification of intent to qualify under the Investment Company Act of 1940 
has been filed with the Securities and Exchange Commission, and steps are being 
taken for registering 500,000 shares of additional common stock with the SEC 
for public offering as soon as registration can be completed. 

Officers and directors of the new company are: 

President and director, Lee Davis, president, Lee Davis & Associates, Inc.; vice 
president and director, Gilbert Harold, president, Allied Publications, Inc.; 
secretary-treasurer and director, Leo Nielson, president, Tennessee Central Rail- 
way; assistant secretary, Vaden Lackey, president, Bransford Mining Corp.; 
general counsel and director, Harry Phillips, of White, Gullett, Phillips, and 
Z. D. Atkins, assistant general counsel of Atkins and Barr. 


OTHER DIRECTORS 


Other directors in addition to the officers are: P. D. Houston, president, First 
American National Bank, Nashville; Earl M. Reastor, president, First Peoples 
Bank, Johnson City, and Jack E. Whitaker, chairman, Hamilton National 
Bank, Chattanooga. 

Tennessee banks represented in the initial capitalization include: First Na- 
tional Bank, Athens; Brownsville Bank, First State Bank, Brownsville; Hamil- 
ton National Bank, Chattanooga; American National Bank & Trust Co., Chat- 
tanooga, and Pioneer Bank, Chattanooga. 

Northern Bank of Tennessee, Clarksville; First Trust & Savings Bank, Clarks- 
ville; Cleveland National Bank, Merchants Bank, Cleveland; Union’ Peoples 
Bank, Clinton; First Farmers & Merchants National Bank, Columbia: Middle 
Tennessee Bank, Columbia; Citizens Bank, Cookeville; First National Bank, 
Cookeville; First Citizens National Bank, Dyersburg; Greene County Bank, 
Greeneville; Second National Bank, Jackson, and First Peoples Bank, Johnson 
City. 

OTHER BANKS 


First National Bank, Kingsport; Kingsport National Bank; Kingston Bank & 
Trust Co.; Central State Bank, Lexington; First National Bank, McMinnville 
and City Bank & Trust Co., McMinnville. 

Union Planters National Bank, Memphis; First National Bank, Memphis; 
National Bank of Commerce, Memphis; Bank of Monterey, Bank of Commerce, 
Morristown; Hamilton National Bank, Morristown. 

National Bank of Murfreesboro; First American National Bank, Nashville; 
Nashville Bank & Trust Co.: Farmers Bank, Parsons; First National Bank, Pu- 
laski; Union Bank, Pulaski; First National Bank & Trust Co., Rockwood; 
Citizens Union Bank, Rogersville; First National Bank, Shelbyville; Peoples 
National Bank, Shelbyville; Bank of Trenton & Trust Co. 

The following will serve as members of the advisory board; Ridley Alexan- 
der, president, Second National Bank, Jackson; Earl Blazer, director, Bank of 
Maryville; George M. Clark, chairman, Pioneer Bank, Chattanooga; K. Wayne 
Graybeal, director, Carter County Bank, Roan Mountain; Richard M. Hawkins, 
president, Northern Bank of Tennessee, Clarksville; Thomas B. Mayfield ITI, 
director, First National Bank, Athens; 8. Wylie Milligan, president, McWherter 
& Milligan, Inc., Greeneville; Richard L. Moore, Jr., director, American Na- 
tional Bank & Trust Co. 

Also, W. Ed. Newell, president, First National Bank, Kingsport; James H. 
Quillen, director, Kingsport National Bank; Col. C. S. Reeder, chairman, Reeder 
Chevrolet Co.; H. F. Rutherford, president, Union Peoples Bank, Clinton; R. S. 
Walling, president, First National Bank, McMinnville; J. G. Wallace, director, 
Bank of Commerce, Morristown; Shelburne M. Warren, president, Hamilton 
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Concrete Products, Chattanooga; Clarence E. Welchel, president, First Farmers 
& Merchants National Bank, Columbia, and Sam I. Yarnell, president, American 
National Bank & Trust Co., Chattanooga. 

Others will be added to increase the number on the board to 25. 


[American Banker, July 29, 1959] 
23-BANK COMPANY, FORMED IN DALLAS, LICENSED BY SBA 


WASHINGTON.—The Bankers Small Business Investment Corp. of Dallas, has 
been officially licensed by the Small Business Administration. 

The Texas company named 9 Dallas bank officials as incorporators and is 
owned by 23 banks comprising the membership of the Dallas Clearing House 
Association. 

It is the first such banking group in a Federal Reserve city to form an in- 
vestment company under the act. 

William R. Hoge, chairman of the new company, is vice president of Republic 
National Bank, Dallas. Albert J. Toole, Jr., its president, is vice president of 
First National, Dallas, and Robert L. Thornton, Jr., senior vice president, 
Mercantile ational, Dallas, is secretary-treasurer. 

Bankers Small Business Investment Corp. will have operating capital of 
$1,000,044 with 1 million authorized shares of stock, 83,337 of which are out- 
standing. 

The company will operate only in Texas, SBA said, with no place to specialize 
in the financing of business in any particular industry. 


Senator Proxmire. The subcommittee will stand adjourned, subject 
to call of the chairman. 
(Whereupon, at 4:05 p.m., the subcommittee was adjourned.) 











APPENDIX 





(The following were ordered inserted in the appendix to the record. 
Reference will be found on p. 31.) 


SMALL BUSINESS ADMINISTRATION PROGRAMS 


RESEARCH AND DEVELOPMENT PROGRAM 


In carrying out the policy of Congress, the Small Business Administration has 
established programs for research and development assistance to small business 
concerns. We have assigned specialists to several of the larger field offices and 
have been in the process of formulating instructions and procedures to imple- 
ment the basic legislative authority. 

The SBA is working closely with the Washington offices of the principal 
Government agencies concerned with research and development so that appro- 
priate recommendations may be made to such agencies for increasing the par- 
ticipation of small firms in Government research and development, and to insure 
that small business firms are considered for the research and development 
work for which they are qualified. 

In May 1958, SBA issued a listing of small companies for research and develop- 
ment work, and in view of the general acceptance and utility of the publication, 
the second edition was issued in December 1958 (exhibit No. 1, not printed). 
This listing has been widely used by Government planning and procurement 
agencies, public libraries, and private research facilities as a source of small 
business concerns interested in performing research and development in specific 
scientific fields. In view of the broader authorities with respect to research 
and development assistance contained in the Small Business Act of 1958, a 
revised and expanded edition is now contemplated for release in September 
1959, which will list more than 2,000 research and development facilities. 

In further implementation of the research and development provisions of 
the act, in March 1959, the agency established a scientific working board to pro- 
vide counsel on policies and operations, in fulfilling the intent of Congress. Par- 
ticipation on the Board was provided by the National Aeronautical and Space 
Administration, Advanced Research Projects Agency, Department of Defense, 
National Science Foundation, universities, and private reseach organizations. 
Initial considerations of the Board are being devoted to the problem of getting 
more research and development work into the hands of small business through 
concentration on applied research, subcontracting, and careful selection of 
small firms for research and development. 

During the past 9 months the agency expanded its efforts to establish small 
business set-asides on research and development contracts. Currently, repre- 
sentation is provided at Quartermaster Research and Engineering Command, 
Natick, Mass.; U.S. Army Signal Supply Agency, Fort Monmouth, N.J.; Wright 
Air Development Command, Dayton, Ohio; Rome Air Development Command, 
Rome, N.Y.; and the various Navy bureaus. As a result of this program, and 
with the cooperattion of the military services, procurement valued at $12,603,149 
have been set aside for small business during the first 9 months of fiscal year 
1959. 

Research and development will play an increasingly prominent part in the 
Small Business Administration’s subcontract program. Recently an opportunity 
was given the agency to participate in an experimental endeavor which could 
change the entire concept of subcontract assistance in the research and develop- 
ment field. While the final results are not yet known, this undertaking has 
encouraged the agency to believe that similar efforts will prove successful in 
increasing small-business participation in subcontracting in this field. 
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This particular endeavor involved locating qualified small companies to par- 
ticipate in a major research and development proposal with a large prime con- 
tractor. With the cooperation of the large contractor, SBA was furnished in- 
formation on the specific research qualifications needed to supplment the staff 
of that company. SBA field offices were able to submit the names of small com- 
panies which could qualify. After an exchange of interviews, several of the 
small firms were selected by the large company to participate. These negotia- 
tions determine the work each subcontractor would perform if the large company 
were successful in obtaining the contract. Although the award has not yet been 
made, the agency was informed that the final proposal was one of the best sub- 
mitted to the interested military department. 

There is some assurance that this pilot study will result in subcontracts for 
several small business concerns. The large prime contractor, the Government 
contracting office, and small business all benefit from this endeavor. While there 
are other means of accomplishing the results expected from the example given, 
complete teamwork by all parties concerned will have a positive effect on the pro- 
curement programs, the cost of defense, and the overall economy of the Nation. 


PROPERTY SALES ASSISTANCE 


The Small Business Act of 1958 expanded set-aside procedures already in 
operation for Government prime contracts, to include proposed sales of Gov- 
ernment property. In brief, the primary purpose of this agency’s property sales 
assistance program is, within the intent of Congress, to assist small firms that 
may wish to buy property offered for sale or lease by the Federal Government, 
by assuring them the opportunity to bid competitively for surplus real and per- 
sonal property and natural resources including timber from the national forests. 

To implement this program, the Washington oflice and major field offices 
have been staffed with a skeleton force of specialists to provide technical as- 
sistance to small business firms. General policies, procedures, and field in- 
structions are being developed currently with various civilian and military 
agencies for carrying out the provisions of the law. 

The SBA property sales assistance program consists of three principal activi- 
ties: (1) personal property disposal; (2) real property disposal; and (3) dis- 
posal by lease or sale to small business enterprises of natural resources, 
including timber lands, owned by the Federal Government. For each of these 
activities, SBA is empowered to cooperate with the Government agency directly 
concerned and jointly set aside for award to small business on a competitive 
basis, any contract covering all or part of a proposed property disposal or sale; 
and to certify with respect to the competency, as to capacity and credit, of any 
small business concern to perform a specific Government contract. 

SBA is authorized to obtain from the various Government agencies engaged in 
the disposal of Government property such reports as are required or needed for 
adequate program administration. This authority is being exercised as programs 
with the agencies are developed. 

The principal accomplishment to date has been the development and inaugura- 
tion of the timber-sales program in cooperation with the Forest Service of the 
Department of Agriculture, and the Bureau of Land Management of the Depart- 
ment of the Interior. Agreements have been worked out between SBA and 
the cooperating agencies which provide for joint set-asides for the purchase of 
Government-owned timber by small business concerns, after a review by SBA 
of the cutting and sales programs of the Forest Service and Bureau of Land 
Management. Final sales determinations, however, will rest with latter two 
agencies exhibits Nos. 2 and 3. 

Field surveys were made in the Pacific Northwest, Arkansas, and Eastern 
forests, and informal conferences held with loggers, mill operators, and trade 
associations to obtain their views and recommendations on the timber-sales 
program. As a result of these meetings, general concurrence was obtained on a 
definition of small business for purposes of timber sales set-asides. Firms 
bidding on Government-owned timber or related products offered for sale, are 
classified as small if they are primarily engaged in the logging or forest 
products industry, are independently owned and operated, are not dominant 
in their field of operation, and together with affiliates employ not more than 
100 persons. Under the adopted regulations, all bids on set-asides made by 
small firms must carry a self-certification that the firm is small by SBA stand- 
ards and must meet the basic requirements of the Forst Service or the Bureau 
of Land Management in the offering of sales of Government timber. 


ro -- be OS 


2 © 


 —_—— 4 


par- 
COn- 
| in- 
staff 
‘om- 

the 
»tia- 
any 
9een 
sub- 


for 
nent 
here 
ven, 
I ro- 
ion. 


y in 
Gov- 
sales 
that 
nent, 
per- 
ests. 
ffices 
l as- 
1 in- 
itary 


etivi- 
 dis- 
irces, 
these 
ectly 
titive 
sale; 
f any 


‘ed in 
d for 
‘rams 


zura- 
of the 
»part- 
. and 
use of 
SBA 
Land 
r two 


astern 
trade 
r-sales 
lona 
Firms 
e, are 
forest 
ninant 
> than 
ide by 
stand- 
sureau 


SMALL BUSINESS AMENDMENTS OF 1959 517 


Formal conferences have been held with representatives of the Forest Service, 
Bureau of Land Management, Bureau of Indian Affairs, and the Department of 
Commerce for the purpose of preparing operating instructions and field pro- 
cedures to be used by the staff members of each of the cooperating agencies. 
Implementation of procedures, regulations, and manuals governing the opera- 
tion of the timber-sales program were finalized and coordinated at joint meet- 
ings held in Portland, Oreg. on March 26, 1959, and in Denver, Colo. on April 24, 
1959. The program was officially activated on May 1, 1959. 

In addition to the agreements covering Government timber sales, we have been 
discussing with General Services Administration a memorandum of understand- 
ing covering the disposal of surplus personal and real property under its juris- 
diction. This agreement is a prerequisite to implementation of small business 
set-asides in these areas in view of GSA jurisdiction over agency disposal pro- 
grams. As soon as this agreement is reached, SBA will make similar proposals 
to the Department of Defense because that agency is operating under authority 
delegated by GSA. 

Even in the absence of joint agreements between SBA and GSA, the property 
sales assistance program is moving ahead. Field offices are making an inventory 
of Government surplus property disposal locations in each region. Requests 
have been made of disposal installations to be placed on mailing lists to receive 
copies of invitations to bid. Field representatives are establishing personal 
contact with agency disposal officers. Thus, the groundwork is now being laid 
for an effective program in this area when agreements are concluded with 
GSA and DOD. 

The field staff is currently providing guidance to small business firms inter- 
ested in buying surplus Government real and personal property. Advice is given 
on where, when, and how to bid on property sales. To the extent possible, the 
field staff is cooperating with disposal officers in expanding interest in sales of 
certain items to small industrial firms. For example, the Chicago field cffice 
actively participated in the sale of 22 roll mills at the Indiana Arsenal on 
March 5, 1959. On or about November 6, 1958, the SBA representative learned 
that Indiana Arsenal (Hoosier unit) had been selling roll mills (suitable for 
the rubber and plastics industry) on a basis not conducive as to dollar return 
to the Government or use by small businesses. Their offerings were on a division 
of the total operating unit—the mill on one sale date, and the drive on another 
date. Our Chicago office requested that the next offering be made on a total 
operating unit basis, and that close cooperation be given to full utilization of 
bidders’ list. All SBA offices were advised of this sale with a request that 
circulation be made. The results of the sale showed that with the participation 
of SBA, the return to the Government exceeded by 100 percent a comparable 
sale in which the agency’s technical assistance was not used. 


PROCUREMENT SET-ASIDES FOR SMALL BUSINESS 


Under this program, Government procurements are set aside for competitive 
bidding limited to small business concerns. To carry out the joint set-aside 
program, the Small Business Administration has assigned representatives to 
many of the major Government purchasing offices. There, in cooperation with 
procurement officials, they screen proposed purchases, and jointly determine 
whether small firms can supply the items or services, and evaluate the small 
business competition. If sufficient small business competition can be obtained, 
an action is initated for the procurements to be totally or partially set aside 
for competitive award to small business concerns. 

The amount of Government purchases jointly set aside for small business has 
increased steadily since the beginning of the SBA in August 1953. (See graphic 
charts as exhibit No. 4, not printed.) The amount set aside during fiscal year 
1958 totaled $1,062,454,031 as compared to $744,335,298 in fiscal year 1959. That 
the amount set aside for small business is continuing to increase, is illustrated 
by a comparison of the first 9 months of this fiscal year when procurements 
amounting to $730,339,756 were set aside for small business as compared to 
$640,627,632 for the same 9-month period in fiscal year 1958. This trend indicates 
that the amount set aside for small business during fiscal year 1959 will reach 
an alltime high. 


PROCUREMENT GUIDANCE AND ASSISTANCE 
A significant and important activity in connection with SBA’s procurement 


programs is assisting small firms to locate the Government agencies which have 
requirements for the supplies or services they are able to furnish, and to get 
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their names on the proper bidders’ lists. Our technical personnel, having 
experience in this complex field of Government procurement policies and pro- 
cedures, provide guidance and aid to small firms trying to sell to the Government 
or having peculiar problems in selling to a Government purchasing office. This 
type of information is also provided by a guidebook prepared by SBA, “U.S, 
Government Purchasing and Specifications Directory.” This directory, which 
is available from the Government Printing Office, is a comprehensive listing 
of who buys what and where, and an index of the specifications used. It also 
described Government procurement procedures. More than 23,812 of these 
have been distributed to small firms in the past year. SBA also has published 
a pamphlet titled “The ABC of Selling to the U.S. Government,” which has been 
very beneficial. 

Many small businesses are not conversant with the numerous rules and regu- 
lations on Government purchasing, on the performance aspects of Government 
contracts, contractual rights, how to have payments expedited, and dealing with 
contracting officers. Our specialists assist small firms to fill these voids, and 
to keep abreast of the ever-changing rules and administrative decisions by 
Government offices which may directly affect the small business concern’s contract 
performance. SBA has done much to eliminate restrictive specifications and 
unduly short opening times in invitations for bids. 

During 1958, we have assisted or represented more than 35,000 small business 
firms in connection with Government procurement problems. 


GUIDING SMALL FIRMS TO AREAS WHERE COMPETITION IS NEEDED 


A program which supplements that of setting aside procurements for award 
to small business concerns is that of increasing small business participation in 
Government purchases that in the past have involved few or no bids from small 
business firms. 

When SBA representatives at purchasing offices screen procurements for pos- 
sible set-aside action, they consider carefully past procurement history and 
the prospects for small business competition. When our representative learns 
that an item or service can be supplied by small business, but there has been 
little or no bidding by small firms, arrangements are made for SBA field offices 
to locate competent suppliers that desire an opportunity to enter a bid for that 
particular item or service. The names of these suppliers are then furnished to 
procurement offices and the firms are given the opportunity to bid on future 
requirements. 

This action increases small-business participation, broadens the industrial 
base, and frequently results in a better price to the Government because of 
greater competition. During fiscal year 1958, the agency made 11,446 contacts 
to develop additional sources of supply for bidders lists on which small-business 
competition was needed, as compared to 8,885 during fiscal year 1957. For the 
first 6 months of fiscal year 1959 (through December), we made 6,255 contacts 
to develop additional sources. 


REFERRING PRIME CONTRACT OPPORTUNITIES TO SMALL FIRMS 


Through SBA field office facilities and staff specialists, a service is furnished 
by referring selected types of prime contract opportunities to small firms newly 
interested in selling to the Government. This assistance is provided for the 
period of time required for a firm to have its name registered on necessary 
bidders’ lists. When these firms ask for assistance in bidding on Government 
requirements, SBA obtains from them identification of the products or services 
they wish to sell, a statement of their production facilities, and an indication 
of the geographical area in which they wish to compete. As announced pro- 
curements arrive at our field offices, they are reviewed for suitability in the light 
of the firms expressed desires and their facilities. The procurements which are 
appropriate are forwarded to the interested firm for consideration. 

In calendar year 1958, SBA field offices sent more than 32,000 notifications 
of bidding opportunities to small business concerns which had asked for such 
assistance. 


DEVELOPING SUBCONTRACTING OPPORTUNITIES FOR SMALL BUSINESS 


The SBA subcontracting program performs three basic functions. First, it 
makes available to small business the best intelligence that can be gathered 
as to where they should explore the possibilities of subcontract work. Second, 
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the agency communicates with prime contractors and large subcontractors to 
learn of their needs for subcontracting assistance. Third, SBA brings the prime 
contractor and potential subcontractors together. 

The agency’s regional offices maintain lists of major prime contractors in their 
respective regions and information on the type of work they are performing. 
Advice is given on how more detailed information on specific prime contracts 
may be obtained. Firms with suitable facilities are notified of new prime con- 
tracts in their general area. We take part in experimental procurements in 
the search for better ways to increase small business participation in subcon- 
tracting. 

The agency has published a directory on “Missile Subcontracting,” which con- 
tains (a) the names of items making up ballistic missiles, guided missiles, rockets, 
drones, and targets, and (0b) a list of companies holding contracts for the pro- 
duction of subsystems; components; assemblies; subassemblies: and parts of 
the missiles, rocket, etc. This directory ha been made available in all SBA 
field offices and to small firms which have requested copies. 

New prime contractors are visited to determine their needs for subcontracting 
assistance. Liaison is maintained with prime contractors throughout the life 
of their contracts. Every possible assistance is rendered the prime contractor 
to encourage subcontract work to the maximum extent. 

One effective tool for bringing prime contractors and prospective subecontrac- 
tors together is the maintenance of facilities files in all regional offices. Nation- 
wide, these files reflect the facilities of approximately 40,000 small firms of almost 
every conceivable capability. It is in response to calls from prime contractors 
for certain types of assistance that these files are used to located capable 
subcontractors, 

A research and development directory was published which identifies by field 
of endeavor more than 1,200 small firms throughout the country which are 
interested in doing research and development work. This directory was dis- 
tributed to all Government procurement agencies. An important facet of the 
program includes guidance to small firms on how to make the most effective 
presentation of their capabilities when originally approaching prime contractors 
to get on their team of suppliers. 

During fiscal year 1958, SBA made over 3,000 contacts with prime contractors 
and large subcontractors to develop subcontract opportunities for small firms. As 
the result of these contacts, some 6,500 referrals of subcontract opportunities 
were made to small firms. 

To insure more effectively a greater small business participation in subecon- 
tracts, the agency is constantly exploring means for achieving that objective. 
Recommendations have been made to the Congress that the Small Business Act 
be amended to include more specific authority to hold procurement agencies 
accountable for subcontracting of Government work. Also, it is considered 
desirable that legislative changes be made so that the armed services procure- 
ment regulation apply to subcontractors as well as to prime contractors. Weap- 
ons system contracts should be curtailed or administered so that capable small 
contractors will be afforded greater opportunities. In addition, SBA should be 
afforded an opportunity to develop small business sources before there is Govern- 
ment approval for a prime to acquire additional facilities at Government expense. 


CERTIFICATES OF COMPETENCY 


The SBA is empowered to certify that a small business concern, small busi- 
hess production pool, or group of small firms jointly engaged in research and 
development is competent, as to capacity and credit, to carry out the terms of 
a particular Government contract. Through this authority to issue certificates 
of competency, the agency offers what is in effect an appeal procedure for the 
small firm, pool, or group of small firms, whose low bid on a Government pur- 
chase, or high bid on a Government sale, is rejected for reasons of financial 
ability or productive capacity. 

Government contracting or disposal officers are directed to accept a certificate 
of competency as conclusive without requiring the small business concern, pool, 
or group of firms to meet any Other requirement as to financial ability and 
productive capacity. 

This has been an important and active program since the start of the agency. 
During 1958, the agency received 233 applications for certificates and issued 124 
certificates. By comparison, in 1957, 244 applications were received and 103 
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certificates of competency were issued. Between January 1 and March 25, 1958, 
the agency received 81 applications and approved 33 certificates. (See chart 
as exhibit No. 5, not printed.) 

Certificates of competency issued during 1958 resulted in contracts amounting 
to $29,108,512, more than twice as much as in 1957, when the contracts were 
for $12,754,000. From January 1 to March 25, 1959, the certified contracts 
amounted to $7,031,525. Since the beginning of the agency in August 1953, 
514 certificates of competency for contracts amounting to $79,596,037 have been 
issued in behalf of small business firms. These contracts would have been 
denied to small business firms had the protection of the certificate of compe- 
tency program not been available. 

The very existence of the COC program often tends to tip the scales in favor 
of a small business concern when there is doubt as to its competency. In many 
instances, the preliminary work accomplished by SBA field offices has resulted 
in contract awards without the necessity of the issuance of certificates. 

The SBA takes the responsibility seriously when issuing certificates of com- 
petency. The care in making investigations and evaluating requests for certifi- 
cates is demonstrated by the ratio of certificates issued to applications received. 
There are very few instances in which certificates were granted in which the 
small firm failed to complete the contract. 

All branches of the Department of Defense, some joint agencies, and several 
civilian agencies are served by this program. 

SBA technical personnel keep continual check on the progress of a small 
firm until it has completed work on a contract which is covered by a certificate. 
This is in line with the agency’s policy of not only making a careful original 
investigation, but maintaining a high standard of contract performance. During 
1958, SBA personnel made 751 visits to plants to determine their progress on 
contracts. From January through March 1959, 396 visits were made to plants 
in connection with followup and progress reports on certified contracts. 

An example of field followup action is provided in a current production con- 
tract for three-wheeled post office vehicles. These are the first to be made by a 
small business, and the company received the contract with the aid of a certifi- 
cate of competency. The SBA field office helped in expediting components at 
producers’ plants, and provided continued assistance during the preproduction 
phase. Assistance is currently being given during the period in which actual 
field usage, door-to-door by route postmen, is disclosing certain weaknesses, 
which are being corrected as they appear. In this case, as in several others dur- 
ing the current period, small manufacturers were enabled to enter a field that 
had previously been for big business exclusively, through the assistance of the 
certificate of competency program. 


INVENTORY OF SMALL PLANT FACILITIES 


In inventory of small business productive facilities is maintained on a de- 
centralized basis in the field offices. Small companies interested in registration 
are furnished a questionnaire on which they list facilities and other pertinent 
information. On receipt of a questionnaire by the field office, it is filed alpha- 
betically by company name. The most important data are reviewed and the 
company classified by major product or capabilities. The company is then 
coded for quick identification in accordance with the standard industrial classi- 
fication. 

The purpose of the facilities inventory is to insure that a record is provided 
for quickly ascertaining the productive capacity of small plants in a given area. 
The data furnished by the company are carefully classified as to number of 
employees, types of products, and other essential production factors. This in- 
formation can then be evaluated to determine a manufacturer’s industrial po- 
tential, including the kinds of production for which his facilities are now suited, 
and the types to which the facilities can be converted in case of full mobiliza- 
tion for defense. Many small firms now engaged in producing a peacetime, 
civilian item can, when the need arises, produce a wide variety of defense items 
which have no civilian counterparts. 

The inventory is now used principally in assisting the registered companies 
in their efforts to obtain prime and subcontracts, in locating new sources for 
the military services, in aiding the damage assessment program sponsored by 
the Office of Civil and Defense Mobilization, and in locating scarce or specialized 
machine tools and equipment when calls for them are received. 
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SBA field offices are authorized to cooperate with State and local govern- 
ments, chambers of commerce, and trade associations in the collection of facility 
information to expand the facilities inventory, and so increase its coverage. 

About 42,000 small plants are registered with SBA. The increasing impor- 
tance of the mobilization aspects of the inventory points up the clear need for 
registering more small firms that are removed from urban centers, and this is 
now receiving emphasis. 

SPECIFICATIONS ASSISTANCE 


A continuing problem of small business firms is difficulty in obtaining copies 
of Government specifications. Many small firms receive bid sets from Govern- 
ment contracting offices without the appropriate specifications, or with the basic 
specifications alone, while important reference specifications are omitted. Fre- 
quently, when a small firm writes to the purchasing agency for the needed speci- 
fications, heavy demand for them already has exhausted the supply. 

The SBA maintains at its Washington and field offices a reference set of the 
packaging and packing specifications most often required by small concerns in 
selling their products and services to the Government. 

During 1958, the agency worked closely with the Task Force for Reviewing 
Government Procurement Policies and Procedures. Technical guidance was 
provided to a number of task force study groups. In addition, a staff member 
of the agency served on the study group dealing with the overall area of Gov- 
ernment specifications, while another was chairman of the an interagency 
special staff assignment to prepare recommendations to the Government for im- 
proving the availability of specifications. The SBA has submitted a number of 
problems to the study group for consideration. 

The “U.S. Government Purchasing and Specifications Directory” contains a 
guide to over 900 places throughout the country where small business owners 
may refer to Government specifications and indexes, discusses the purchasing 
specifications used by the Government, tells how businessmen may obtain copies 
of them, and provides pointers on using them. 

In 1958, the SBA received 187 new or interim Federal specifications from the 
General Services Administration, as compared to 254 received in 1957. From 
January 1 to March 31, 1959, the SBA received 44 additional specifications from 
GSA. These were reviewed by the Agency to make certain their provisions 
would not be restrictive to small concerns. The Agency’s analyses resulted in a 
number of recommendations to the GSA for deletion of possible restrictive or 
discriminatory provisions. 

The SBA also seeks the issuance of new specifications, or revisions in existing 
ones, to make it possible for small manufacturers to have their products consid- 
ered in Government purchasing. Toward this end, the SBA negotiated with 
various Federal, civilian, and military agencies, such as the General Services 
Administration, the Departments of Agriculture, Commerce, and Defense. 

At the request of the Department of Defense, the SBA participated actively 
in the fourth joint military industry packaging symposium held in Washington 
September 30, October 2, 1958. 


BUSINESS OPPORTUNITY MEETINGS 


The Small Business Administration, in cooperation with other Federal agencies 
and State and local business groups, cosponsored 19 business opportunity meetings 
for the benefit of small business owners and managers during the fiscal year 1958. 
More than 12,000 businessmen participated in these meetings and received first- 
hand information on the Government’s buying methods and prime contract and 
subcontract opportunities and other helpful Government services. 

At these meetings, information on how to sell to the Government is presented 
through talks by top Government purchasing officials, by visual displays, by 
sample bid sets, and by exhibits of products purchased by Federal agencies. Hach 
meeting also features exhibits of items by prime contractors which are normally 
subcontracted. Small business owners and operators are provided the oppor- 
tunity at these meetings to discuss specific prime contracts and subcontracts with 
procurement officials of the Government and with industry representatives looking 
for potential subcontractors. 

Local acceptance of these meetings has been widespread by cooperating cham- 
bers of commerce, civic organi7ations, trade associations, industry, and prime 
contractors. 
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During the first 9 months of fiscal year 1959, the SBA cosponsored 4 business 
opportunity meetings at which an estimated 10,000 businessmen attended. 


REVIEW OF GOVERNMENT PROCUREMENT POLICIES AND PROCEDURES 


The Small Business Administration has provided technical assistance and has 
participated in the work of the task force established by recommendation of the 
President's Cabinet Committee on Small Business for review of procurement 
policies and procedures to increase small business participation in work on 
Government contracts. The SBA has referred to the task force typical problems 
experienced by small firms in selling to the Government and has recommended 
solutions for such problems. In addition, the agency has assigned a staff member 
to the task force and has had other of its officials serve as chairmen or members 
of various task force study groups. These groups are working to eliminate 
inconsistencies in the procurement procedures of various departments and agen- 
cies, and in removing from them inequities which hinder small business concerns 
in selling to the Government. 


PRIME CONTRACT AUTHORITY 


The Small Business Administration is empowered to enter into contracts with 
any department or agency of the U.S. Government to furnish supplies and services 
and to arrange for the performance of such contracts through subcontracting to 
small business concerns or others as may be necessary. The Administrator be- 
lieves that this authority to take contracts in order to extend subcontracting 
should be continued on a standby basis for use only in extraordinary emergencies. 


PRODUCTION ASSISTANCE 


SBA, through its production specialists in the agency’s field offices, makes a 
continuous effort to help small firms in production matters, simultaneously 
avoiding direct competition with engineers and consultants who make their 
services commercially available. Specific problems frequently arise in instances 
where a small company is making items for the Government indirectly related 
to its normal civilian business. Advice can also be given on problems of plant 
location, plant layout, materials and equipment, production techniques, purchas- 
ing, and similar matters. In some instances, the agency may recommend several 
professional consultants who specialize in management and production problems. 


MATERIALS AND EQUIPMENT ASSISTANCE 


During the past year, there was a plentiful supply of basic materials and pro- 
duction equipment to meet the needs of small business. However, small firms, 
faced with the high cost of new production equipment, frequently have asked 
the agency’s help in locating commercial sources of used equipment or surplus 
Government-owned equipment. During the fiscal year 1958, inquiries included 
requests for information on surplus Government-owned screw machines, turret 
lathes, stretch presses, and jeeps and other types of automotive equipment. 

At the request of the Office of Civil and Defense Mobilization, the SBA con- 
tinued its participation in an interagency task group to select Government-owned 
machine tools to be added to the national industrial equipment reserve or to be 
donated to educational institutions. 

This past year, the agency has taken part with representatives of other agencies 
to discuss aluminum, nickel, machine tools, railway supplies, electronic equip- 
ment, liquid oxygen, disposal of surplus aircraft, ships, anchors, small arms, 
and other products and materials. 

SBA acts as spokesman for small business before, and consults with, other 
Government agencies which are considering the adoption or revision of materials 
and equipment policies, programs, or regulations affecting small business. 
Through its field offices, the agency provides small firms with information on the 
Government’s materials and equipment regulations. 

The SBA implemented its assignment under Defense Mobilization Order I-24 
by developing, in cooperation with the Department of Commerce, a procedure for 
referring to that Department cases where small firms experienced hardships in 
seeking materials and equipment. The Department agreed (1) to recommend to 
the SBA alternate sources of supply for those firms which were dealing entirely 
with civilian work, and (2) to issue priorities or directives to those small firms 
engaged in defense production to insure completion of their defense orders on 
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time. The procedure enables the SBA to make recommendations in the interest 
of the small business community. 


PRODUCTS ASSISTANCE 


The Small Business Administration offers new products assistance to small 
companies through two basic approaches. 

First, the agency helps small firms find new products to make and sell. As 
part of this service, the agency collects and publishes information on patents 
available to small firms through licensing or other normal commercial arrange- 
ments. Although the emphasis here is on new products, some which are not 
necessarly new but which have sufficient remaining patent life to allow profit- 
able development and are of possible interest to small companies, also are publi- 
cized. Information also is provided on selected Government-owned patents 
available on a nonexclusive basis, and on some American patents owned by for- 
eign nationals. In addition, a number of larger American corporations recently 
have begun a cooperative program with the agency in which they provide data 
on patents they will make available to small firms. 

Brief descriptions of approximately 100 patents of the above types are con- 
tained in the SBA’s monthly products list circular. This circular is now sent 
to approximately 16,000 individuals and business establishments, about twice 
as Many as a year ago. Many inquiries are received each month asking addi- 
tional information about the listed patents. A recent issue of the products 
list circular is included as exhibit No. 6 (not printed). 

SBA passes on to small firms the results of Government research and develop- 
ment which might be of interest to small business by describing new patents 
and new processes which may have been developed through research by the 
Government. Indexes or bibliographies of all the results, exclusive of those 
withheld for security, are maintained in the regional field offices. 

The agency’s second type of new products assistance consists of providing 
information in response to specific inquiries received from small companies en- 
gaged in or considering the manufacture of a specific product. Because of the 
great range of activities in which small business concerns are engaged, the in- 
quiries naturally cover a broad front. For example, among recent inquiries 
were some pertaining to the glazing of fruit; the uses and potential markets 
of copper powder of unusually high purity and fineness; the use of hydrocarbons 
for scouring wool; and products considered suitable for manufacture in a cer- 
tain type of plant. 

LABOR SURPLUS “AREAS 


When SBA is notified by the Secreary of Labor that any area in the United 
States is declared one of substantial labor surplus, the agency makes a special 
effort to assist the small business concerns in the area to improve the economic 
Situation there. The “build from within” approach is stressed by the agency. 
SBA industrial specialists call on the small business industrial plants in such 
areas to explore the possibility of increasing production, expanding activities, 
or otherwise providing for more employment. New products or improvements 
in present product lines, including design modifications, package modernization, 
and marketing techniques, are explored, as are the possibilities of contracts on 
Goverment procurements to balance the production schedules. Retail stores 
and service trades in the community are reviewed. SBA material on marketing 
and distribuition practices is used, including merchandising techniques, mod- 
ernization of stores, management courses by local colleges in cooperation with 
SBA programs in this field, and other techniques to influence buyers to “shop at 
home” and attract the trade of the surrounding territory. 

In response to official requests, the SBA has made a number of specialized 
industrial potential surveys in areas of labor surplus. Such surveys are made 
in cooperation with community leaders and groups to give direction to an effee- 
tive economic improvement program. Representative small business plants are 
surveyed to ascertain their present employment and possible employment if 
their productive capacity were fully utilized. Data on products and production 
capacity and facilities are obtained. The local sponsoring group obtains this 
data on all of the other small business concerns in the area. This is evaluated 
and presented in a report which is usually issued by the local sponsoring group. 
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RURAL DEVELOPMENT PROGRAM 


The objective of the rural development program is to help people in low 
income rural areas make the best use of existing resources. The emphasis 
is on self-help by the individuals and communities, with flexible and decen- 
tralized organizations at the county levels. In some instances, improved 
farming methods, soil consrevation, crop diversification, or crops new to the area 
have helped upgrade the area financially. In others, an industrial plant has 
come into the area to provide off-the-farm employment for some members of 
farm families. There is not one general answer applicable to all cases. 

The Administrator is a member of the committee for rural development 
program, and SBA representatives are active participants in the interdepart- 
mental rural development program committee which meets monthly and discusses 
overall problems and their solutions and the progress of the rural development 
program. 

SBA will participate in a rural development “How To Do It” workshop at 
Weston, W. Va., May 11-15, 1959. The purposes of the program are to identify 
common problems, develop productive procedures, and train leaders and workers 
in States and counties. SBA’s participation will insure a closer working ar- 
rangement with civic-minded citizens at the local level. 

A series of State meetings has been held to indoctrinate field personnel of all 
agencies in the program. SBA has field office representatives at meetings in 
Lexington, Ky.; Shreveport, La.; Fort Smith, Ark.; Athens, Ga. and Asheville, 
N.C. The program is directed toward local activities and local incentive. State 
and county committee meetings are held, with partcipation chiefly by interested 
parties at those levels. The State agricultural extension service usually fur- 
nishes direction to these meetings. 

On the action side of the program, this agency has given considerable techni- 
eal assistance to individual small business concerns in pilot county areas. Some 
of the services rendered by SBA in the advancement of local development pro- 
grams, fostering small business growth and contributing to the increase of off- 
the-farm employment are: 

(a) Assists small firms having problems of a technical nature. 

(b) Assists small business concerns and individuals in locating or marketing 
a new line or type of product. 

(c) Assists in obtaining Government contracts for small business concerns as 
an aid to increased production. 

(d@) Publishes booklets and business aids designed to assist owners and man- 
agers in operating their businesses more efficiently. The agency also published 
the rural resource leaflet No. 6, “Small Business—A Keystone of Rural Area De- 
velopment,” to publicize its part in the program. 

(e) Arranges courses through colleges and universities which are available to 
owners of small business concerns providing instruction in business management. 

(f) Extends credit to local development groups or cooperatives to cover a por- 
tion of the costs of constructing buildings for industry. 

(g) Provides technical assistance to small business concerns on their financial 
problems, including those concerns located in rural areas and in areas where a 
declining agriculture has had adverse effects on local economy. 

(h) Assists small businesses in obtaining credit from private lending sources. 


TAX AMORTIZATION PROGRAM 


The accelerated tax amortization program was established by the Government 
as an incentive, in the form of tax relief, for concerns to expand defense pro- 
duction facilities, and the SBA continues to perform two principal functions in 
this rapidly declining program. 

At the request of the Office of Civil and Defense Mobilization and the delegate 
agencies, the SBA field offices obtain additional information about small busi- 
ness applications for tax amortization certificates which lack essential data. In 
other cases, the agency is asked by small firms to check on the status of their 
applications and advise them of adverse developments or other circumstances. 
Both functions became relatively inactive as a result of the restrictions imposed 
by Public Law 85-165. 

A procedure developed with the Department of Commerce assures full con- 
sideration of small-business applications referred by the Office of Civil and 
Defense Mobilization to the Department of Commerce for review. Before rec- 
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ommending disapproval of any small business application, the Department asks 
the SBA for comment or additional documentation in support of the application. 

Between July 1, 1958, and March 31, 1959, the OCDM approved only 11 
applications for tax amortization certificates to small firms. The total amount 
of the 11 small-business certificates was $3,986,377. 


SMALL-BUSINESS PRODUCTION POOLS FOR DEFENSE AND RESEARCH AND DEVELOPMENT 
POOLS 


The SBA is authorized to advise and assist in the formation of small- 
business production pools and to formally approve the pools’ proposed opera- 
tions, subject to the concurrence of the Attorney General and the Chairman of 
the Federal Trade Commission. 

The purpose of the program is to provide a means for a group of small plants 
to “pool” their respective production equipment, managerial, and engineering 
skills to undertake defense contracts which no one of them alone could under- 
take. Whereas experience indicates that pools are less likely to be successful 
during a period of reduced mobilization than in wartime, interest in production 
pools increased during the last year. It appears that firms which experienced a 
decline in orders or production of civilian-type business have considered form- 
ing pools as a means for improving their competitive position for Government 
purchases of defense items. 

At present there are six approved pools, four of which consider themselves 
active and are seeking defense prime contracts and subcontracts. The other 
two pools are maintaining their organizations on a standby basis. 

Early in 1959, a new production pool, Electrodyne Industries, Inc., was 
approved. In addition, groups in Hawaii, Oregon, California, Florida, Texas, 
Minnesota, New York, and Arizona have obtained information with respect to 
the formation of small-business production pools for defense. 

We have just received an application from 20 small companies in the Los 
Angeles area wishing to form a production pool for manufacturing missiles 
systems, and a few days earlier another application was received from the 
same office. We understand that a third group also may file an application 
from that general area. 

In July 1958, the Small Business Act was amended to enable the agency to 
assist and encourage small firms to undertake joint programs for research and 
development. To this end, SBA prepared a booklet on research and develop- 
ment pools, describing the information to be supplied and steps to be taken in 
applying for Government approval. This booklet was approved by the Depart- 
ment of Justice, Federal Trade Commission, and the Department of Labor, in 
connection with the legal aspects of the program, and copies have been dis- 
tributed to SBA field offices for the use of interested applicants. 

The first application from a group of small companies wishing to form a re- 
search and development pool was filed at our Denver field offices, and is now 
being reviewed. Also, a group in San Francisco has met with us for considera- 
tion of a similar plan. 

I have copies of the two pamphlets describing how pools may be formed. 
These are entitled “Small Business Production Pools for Defense” and “Small 
Business Research and Development Pools.” These are included as exhibits 
No. 7 and No. 8 respectively (not printed). 


LOAN APPRAISALS 


As a result of congressional interest in the administration of the SBA finan- 
cial assistance program, meetings were held within the agency in March 1957 
to promote agencywide discussion and dissemination of the principles upon 
which a loan appraisal program could be based. During the subsequent year 
and a half, a number of these appraisals were made using criteria developed 
by qualified SBA personnel having the technical experience and background. 

While questions of security and collateral are important in determining 
whether a loan will be made, it was recognized that they do not alone constitute 
the factors upon which the approval or rejection of an application is deter- 
mined. The Administrator attaches great importance to such matters as 
management, the inherent soundness of the business enterprise, its earnings 
record and prospects, its long-range possibilities of successful operation, and 
whether the granting of a loan will increase employment or have other favor- 
able effects upon the economic life of the community. 
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Based upon these considerations, a Loan Appraisal Division was established 
in January 1959 and staffed in the Washington office. Since this activity, as 
a separate function, is relatively new, qualified personnel standards had to be 
formulated and approved by the Civil Service Commission for the recruitment 
of an appraisal staff, and the field offices are now being staffed. 

Statistics compiled during the fiscal years 1957, 1958, and the first 9 months 
of fiscal year 1959 show the following averages indicating the growth of the 
program: 


Monthly Monthly Ist 9 months, 
average, average, fiscal year 
fiscal -year fiscal year 1959 

1957 1958 





Loan applications received 

Loan applications withdrawn 

Loan applications processed 

Loan appraisals made 

Percent of loan appraisals made against loan applications 
processed ‘ . 

Percent of loan appraisals made against loan applications 
received ae Reece 





Norte.—Graphic chart is included as exhibit No. 9 (not printed). 
INDEX OF EXHIBITS 


No. 1. Research and development directory (not printed). 

No. 2. Agreement with Department of Agriculture (attached). 

No. Agreement with Department of the Interior (attached). 

No. Procurement set-aside charts a and b (not printed). 

No. Certificate of competency charts (not printed). 

No. Products list circular (not printed). 

No. Booklet, “Small Business Production Pools for Defense” (not printed). 
No. Booklet, “Small Business Research and Development Pools” (not printed). 
No. Loan appraisals chart (not printed). 
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Exurieit No. 2. AGREEMENT BETWEEN THE DEPARTMENT OF AGRICULTURE (HERE- 
INAFTER CALLED DEPARTMENT) AND THE SMALL BUSINESS ADMINISTRATION FOR 
THE DEVELOPMENT OF A UNIFIED PROGRAM OF ASSISTANCE FOR SMALL BUSINESS 
CONCERNS IN THE SALE OF TIMBER AND RELATED ForEsST Propucts FBoM Na- 
TIONAL FORESTS AND OTHER FEDERAL LANDS 


1. The Department of Agriculture (USDA), hereinafter referred to as the 
Department, and the Small Business Administration, hereinafter referred to as 
SBA, agree, insofar as the sale of timber and other forest products are con- 
cerned, to utilize the authority of section 15 of the Small Business Act as a 
means of accomplishing the declared policy of the Congress that a fair propor- 
tion of the total sales of such Government property be made to small business 
enterprises, as defined by SBA. The Department and SBA agree that in certain 
instances it will be in the interest of assuring the accomplishment of this 
objective to set aside appropriate sales for small business competition only, 
when consistent with the program requirements of the Department and the 
purposes of the act. 

2. The Department, in developing sales programs suitable for bidding by small 
firms, agrees to consider, and will endeavor to develop timber and other forest 
products sales opportunities consistent with the recommendations, requests, 
requirements, and other information presented by SBA. The Department 
will consult with SBA concerning financial and other performance qualifications 
to be included in requirements for the award of contracts involving timber set 
aside for small firms. 

3. The Department will afford the SBA an opportunity to review its proposed 
program of timber and other forest product offerings involving sales which 
have an estimated value of $2,000 or more. It is agreed that the SBA will 
consider the forest management and other pertinent factors involved in such 
program and will review such matters with the contracting efficer before re- 
questing a set-aside. Following consideration and review of the said factors 
the SBA may request in writing that the contracting officer make certain set- 
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asides for small business enterprises under authority of section 15 of the Small 
Business Act. 

4. The contracting officer of the Department will agree to and will make set- 
asides when recommended by SBA unless he determines that such action is 
inconsistent with program requiremetns of the Department, in which case the 
Department will submit its reasons for refusal to SBA in writing. 

5. If a set-aside has been agreed to and subsequent events indicate that such 
action would not be in the best interest of the Government, the contracting 
officer will request the SBA representative to concur in a withdrawal of the joint 
determination ; if the SBA representative concurs, the set-aside will be canceled ; 
if the SBA representative does not concur, he will be given an opportunity to 
express his opinion, but the final decision for all sales action will remain with 
the contracting officer. 

6. A small business enterprise, as defined by SBA, which might otherwise 
have been awarded a contract, will not be disqualified on the grounds of lack 
of capacity to perform or of inadequate financial qualifications, without af- 
fording SBA an opportunity to process a certificate of competency. In such 
eases, the Department will give SBA all pertinent available information in 
regard to the company ¢ nd the sale in question, including the price offered by 
the three highest bidders. SBA will take prompt action on the case and submit 
a decision to the Department as soon as possible. The Department will with- 
hold further action for 15 working days if SBA requires that much time to 
render a decision. 

7. Details of operational procedures designed to carry out the overall agree- 
ment between the Department and SBA will be developed jointly by designated 
representatives of each agency. 

(Signed) WeENDELL B. BARNES, 
Administrator, Small Business Administration. 
NOVEMBER 17, 1958. 
(Signed) FE. Ll. PETERSON, 
Acting Secretary, Departme nt of Agriculture. 
DECEMBER 2, 1958. 


Exutpit No. 3. MEMORANDUM OF UNDERSTANDING BETWEEN THE U.S. DEPARTMENT 
OF THE INTERIOR AND THE SMALL BUSINESS ADMINISTRATION With RESPECT 
To SALES TO SMALL CONCERNS OF TIMBER AND RELATED FoREST PRODUCTS ON 
FEDERAL LANDS UNDER THE JURISDICTION OF THE BUREAU OF LAND MANAGEMENT 


1. The U.S. Department of the Interior (USDI) and the Small Business Ad- 
ministration (SBA) shall utilize the authority of section 15 of the Small Busi- 
ness Act (15 U.S.C. 631, et seq.) as a means of accomplishing the declared 
policy of the Congress that a fair proportion of the total sales of Government 
property is made to small business enterprises as defined by SBA. USDI and 
SBA agree that in certain instances it may be in the interest of assuring the 
accomplishment of this objective to set aside appropriate sales of timber and 
related forest products on lands under the jurisdiction of the Bureau of Land 
Management (BLM) for small business competition only, when consistent with 
the program requirements of the BLM and the purposes of the act. 

2 SBA shall be afforded a reasonable opportunity to review, prior to publi- 
cation, BLM annual timber sale plans which shall indicate the location of the 
tracts involved and the estimated volume of timber to be offered by BLM on 
each tract. SBA may request of BLM contracting officers, in writing, set-asides 
under authority of section 15 of the Small Business Act. When such set-asides 
are agreed to the BLM will consult with SBA concerning financial and other 
performance qualifications to be included in conditions of sale. 

2 The contracting officer shall provide for set-asides in those requested in- 
stances unless he determines that such action is inconsistent with the program 
requirements of the BLM. or contrary to the interests of sound sales policies 
in which case BLM will submit its reasons for refusal to SBA in writing. 

4. The foregoing request by SBA and the action of the contracting officer as 
contemplated by paragraphs 2 and 3 of this agreement shall be made when 
SBA and the contracting officer determine such action is in the interest of as- 
suring that a fair proportion of the total sales of Government property be made 
to small-business concerns. 

5. The contracting officer shall request the SBA to concur in a withdrawal of 
a set-aside if after it has been agreed to, subsequent events indicate that such 
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action would not be in the best interests of the Government. If the SBA rep- 
resentative concurs, the set-aside will be canceled; if the SBA representative 
does not concur, he will be given an opportunity to express his opinion, but the 
final decision for all sales action will remain with the contracting agency. 

6. The contracting officer shall not declare a small business enterprise, as 
defined by SBA, which might otherwise have been awarded a contract, to be 
disqualified on the grounds of lack of capacity to perform or of inadequate 
financial qualifications, without affording SBA an opportunity to process a cer- 
tificate of competency. In such cases, BLM shall give SBA all pertinent available 
information in regard to the company and the sale in question, including the 
price offered by the three highest bidders. SBA shall take prompt action on 
the case and submit a decision to BLM as soon as possible. BLM shall withhold 
final action for 15 working days if SBA requires that much time to render a 
decision. 

7. BLM and SBA shall develop jointly details of operational procedures 
designed to carry out this memorandum of understanding. 

8. If SBA and BLM fail to agree on any matter relating to a set-aside under 
this memorandum of understanding, the Administrator of SBA may, within 20 
working days from the date of disagreement, submit the question for determi- 
nation to the Secretary of the Interior before final action is taken by the BLM. 

(Signed) WeENDELL B. BARNES, 
Administrator, Small Business Administration. 

Marcu 10, 1959. 

(Signed) Emer F. BENNETT, 
Acting Secretary of the Interior. 
Marcnt 10, 1959. 


PROGRAMS OF PROCUREMENT AND TECHNICAL ASSISTANCE TO SMALL BUSINESS 
I. INTRODUCTORY REMARKS 


In the foreword to the Small Business Act, the Select Committee on Small 
Business, U.S. Senate, stated: * * * “Congress has now made it clear that 
independent small business enterprises are to be considered as one of this 
Nation’s invaluable resources—as essential to our strength as our fertile farm- 
lands, timber, mines, and waterway systems.” Conservation of resources re- 
quires care and vision. Technical and managerial proficiency are not patented 
skills—they require development and updating. 

As time and progress advance, so must small business accommodate its basic 
structure and planning to the requisites of the space age. The intricate elements 
of military preparedness place greater and greater demands on the industrial 
complex of the Nation, and with assistance and guidance, the small business com- 
munity can and has met this challenege. The Small Business Administration 
is ever mindful of its responsibility to small business and to the Nation. 

To keep pace with the ever-developing technological advances and the reality 
of economic bigness, small business must be assured of equality of opportunity 
to participate in Government procurement and sales, in research and develop- 
ment, and freedom of competition. The Small Business Administration fur- 
nishes aid to small business concerns On an individual basis and through the 
functioning of a system of continuing procurement and technical assistance 
programs. 

II. PROCUREMENT AND TECHNICAL ASSISTANCE ACTIVITIES 


In the Small Business Act of 1958, Congress strengthened the procurement 
set-aside procedure, and the Small Business Administration initiated appropriate 
steps to place the legislative changes in effect. 

Congress also empowered the agency with additional authorities and respon- 
sibilities in the field of research and development, leading to establishment by 
the Small Business Administration of a Research and Development Division and 
a broadening of the agency’s activity in this area. 

Congress further directed the SBA and other Government agencies to work 
cooperatively to assure that the proportion of sales to small business of Govern- 
ment real and personal property will represent the “fair share” of property sold 
by the Government. The agency has developed in cooperation. with the Forest 
Service, Department of Agriculture, and the Bureau of Land Management of 
the Department of the Interior, a program of small business set-asides, for the 
sale of Federal timber from Government-owned forest lands. 
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Exhibit A summarizes the progress and accomplishments of the Small Busi- 
ness Administration for calendar years 1957 and 1958, and gives the cumulative 
totals since the beginning of the agency in August 1953. In brief, for calendar 
year 1958: 

(a) Twenty-one thousand, two hundred and fifty procurmenets valued at 
$1,112,340,525 were jointly set aside for competitive award to small business 
firms; 

(b) small firms were notified of more than 32,000 opportunities to bid on 
procurements selected as suitable to their industrial facilities ; 

(c) more than 3,200 calls and visits were made to prime contractors to de- 
velop subcontract opportunities for small business firms; 

(d) as the result of these calls and visits to prime contractors, more than 
14,600 subcontract opportunities were referred to small business firms; 

(e) more than 28,600 cases of procurement assistance counseling and repre- 
sentation to procurement agencies in behalf of small firms were handled by 
agency field offices; 

(f) more than 7,000 small business firms were helped to bid on specific pro- 
curements ; 

(9g) more than 11,900 calls or visits were made to small business firms to 
notify them of items or services being purchased for which additional small 
business competition was desired. 


IIT, PROCUREMENT ASSISTANCE TO SMALL BUSINESS 


The significance attatched to SBA procurement assistance is reflected in the 
January 3, 1959, report of the Select Committee on Small Business, House of 
Representatives, which states: “In this committee’s opinion, the overall pro- 
curement assistance program is as important to the small business concern as 
the financial assistance program.” 

SBA has continued to strengthen its programs of providing assistance to 
small business concerns to participate in purchases and contracts for supplies 
and services for the Government. In view of the fact the results of SBA’s 
work in this respect continues to show a progressive upward trend, it may be 
concluded that the optimum is still to be obtained. 


A. Joint procurement set-asides for small business concerns 


Procurement authorities, both in SBA and in other Government agencies 
recognize that this program has not reached its full potential. The basic prob- 
lems continue to be (1) coordinating small business programs with the primary 
responsibility of the purchasing offices, and (2) providing adequate coverage 
at purchasing offices. 

During calendar year 1958, Government purchases totaling $1,112,340,525 were 
jointly set aside by SBA in cooperation with Government purchasing offices for 
competitive award to small business concerns. This is the greatest dollar value 
of purchases set aside for small business for any calendar year since the begin- 
ning of the Agency. During calendar year 1957, purchases totaling $777,631,385 
were jointly set aside for small business. A comparison of results achieved by 
the joint set-aside program during calendar years 1954 through 1958 are shown 
in exhibit B. As disclosed in exhibit B, there has been a pronounced increase 
in the amount set aside for small business firms, from $290 million in 1954, to 
$406 million in 1955, to $650 million in 1956, to $777 million in 1957, and to 
$1,112 million in 1958. 

The joint set-aside program is carried out by the SBA in cooperation with 
those Government agencies which account dollarwise for most of the Federal 
Government's purchases. 

The Small Business Act (sec. 15) empowers the SBA and Government con- 
tracting officers to set aside proposed procurements for competition among small 
business concerns when such action is (1) in the interest of maintaining or 
mobilizing the Nation’s full productive capaicty, (2) in the interest of war or 
national defense programs, or (3) in the interest of assuring that a fair propor- 
tion of the total purrchases and contracts for property and services for the 
Government are placed with small business concerns. 

To carry out the joint set-aside program, the Small Business Administration 
has assigned representatives to those major Government purchasing offices 
which can be serviced with the available manpower. There, in cooperation with 
procurement officials, they screen proposed purchases and jointly determine 
whether small firms can supply the items or services, and evaluate the small 
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business competition. When the SBA representative ascertains that sufficient 
small business competition can be obtained, he initiates action for the procure- 
ment to be totally or partially set aside for competitive award to small business 
concerns. If this request is denied, in accordance with provisions of the Small 
Business Act, the action may be appealed to the Secretary or head of the 
agency or department involved . 

When an entire procurement is reserved for small business firms, that is, set 
aside for exclusive award to small businesses, bids received from large business 
concerns are considered as nonresponsive. Where only part of a proposed pur- 
chase is set aside for small business, small firms compete with all other businesses 
that bid on the contract, large and small, for the non-set-aside portion of the 
procurement in order to be considered for negotiation of the set-aside portion. 
To qualify for negotiation of the set-aside portion; the bid entered by a small 
business firm must be within 120 percent of the highest unit price at which the 
award is made for the non-set-aside portion. Negotiation is then conducted with 
the small business firms which are determined to be responsive and which qualify 
under the 120-percent rule, beginning with the firm which submitted the lowest 
bid on the non-set-aside portion. When only one award is made on the non-set- 
aside portion, the set-aside portion must be awarded at the same unit price. 
When the non-set-aside portion results in multiple awards, the set-aside portion 
is awarded at a unit price equal to that of the highest price awarded on the 
unrestricted portion. 

The small business set-aside program is believed to be the only means of 
assuring that small firms will be awarded contracts. Furthermore, when a 
proposed procurement is set aside on a partial basis, the opportunity for award 
is, in fact, double: one with respect to the set-aside portion, and one with 
respect to the non-set-aside portion. It further gives small business the oppor- 
tunity to bid or quote on smaller quantities, since the partial set-aside action 
has the effect of dividing the procurement into at least two parts. This program 
serves to strengthen the national economy inasmuch as it broadens the procure- 
ment base for the Government by encouraging small business participation in 
Government contracts. Experience also indicates that increased small business 
competition frequently lowers the price for a product or service and results in 
a savings to the Government. 

Since the start of the SBA joint procurement set-aside program in August 1953, 
procurements valued at $5,348,039,739 have been earmarked for competitive 
award to sinall business concerns. The net effect of this program is cumulative 
when considered in the light that each dollar expended on a Government contract 
has a multiplying effect in promoting further employment, further demands 
for consumer goods and services, and increased well-being in the community 
and national economy. 

During calendar year 1958, set-asides were made in cooperation with the fol- 
lowing agencies in the amounts indicated: Army, $422 million; Navy, $482 
million; Air Force, $205 million; Department of Commerce, almost $26 million; 
General Services Administration, $13 million; Veterans’ Administration, $5 mil- 
lion; Post Office Department, $2 million ; Department of the Interior, $2 million; 
and Department of Agriculture, almost $2 million. Exhibit C shows the results 
of the program during 1958 for individual agencies. 

Three changes made by the Congress in the Small Business Act should increase 
the effectiveness of the joint procurement set-aside program. 

The first of these established an additional basis for small business set-asides— 
that they can be made “in the interest of assuring that a fair proportion of the 
total purchases and contracts for property and services for the Government are 
placed with small business concerns.” Formerly, small business set-asides could 
be made only in the interest of maintaining or mobilizing the Nation’s full pro- 
ductive capacity, or in the interest of war or national defense programs. 

The second legislative change authorized the setting aside for small business 
of classes of awards or contracts. Formerly, set-asides could be made only on 
individual procurement actions. 

The third change provides that whenever the Small Business Administration 
and a purchasing agency fail to agree on a proposed set-aside, the matter shall 
be submitted for determination to the Secretary or head of the Department or 
agency by the Administrator of the Small Business Administration. 

The first change, broadening the basis for small business set-asides, was put 
into effect by the SBA and cooperating purchasing agencies immediately after 
the President signed the amended Small Business Act. 
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The provision for class set-asides has been placed in effect recently. The 
first class set-aside was made by the Post Office Department and the Small 
Business Administration on October 7, 1958. Since then, class set-asides also 
have been made with the other cooperating purchasing agencies. 

The provision for submission of disagreements to the Secretary or head of a 
procuring agency also has been made effective by the military services and the 
Federal civilian agencies which carry on the joint set-aside program. 

In its latest report on small business participation in Government procure- 
ment, the Select Committee on Small Business of the U.S. Senate stated: ‘‘The 
set-aside procedure has undoubtedly been a major deterrent to the trend toward 
greater use of large firms. * * * It is not inconceivable that the set-aside pro- 
cedure, in light of the new provisions and in light of the success already 
achieved, could well be the instrument through which small concerns will regain 
a more equitable portion in the defense contract program.” 

In addition to carrying on the set-aside program, SBA representatives at the 
procurement centers counsel owners and officers of small concerns in selling to 
all Government agencies. They also assist specific small business concerns to 
obtain an opportunity to bid on various procurements of which they otherwise 
would be unaware. 


B. Guiding small firms to areas where competition is needed 

A program which supplements that of restricting procurements for award to 
small business concerns is that of increasing small business competition on 
Government purchases that in the past have involved few or no bids from small 
business firms. 

When SBA representatives at purchasing offices screen procurements for pos- 
sible set-aside action, they consider carefully past procurement history and the 
prospects for small business competition. 

When the SBA representatives learn that an item or service can be supplied 
by small business firms, but that there has been little or no competiton from 
them, they arrange for SBA field offices to locate competent suppliers for the 
particular item or service and purchasing office. All essential data and informa- 
tion concerning the item or service, including drawings and specifications, are 
forwarded to the agency’s field offices in order that SBA engineers and industrial 
specialists may match this basic information with the agency’s facilities register 
to find small firms which are competent to supply the item or service and which 
wish to bid. 

This action increases small business competition, broadens the industrial base, 
and frequently results in a better price to the Government because of greater 
competition. It also increases the number and variety of items and services 
on which joint set-asides for small business firms may be made. 

As an example, here are some of the items or services on which the agency 
was able to obtain joint procurement set-asides during the past 6 months through 
December by locating competent small business bidders: Production of motion 
picture film; roller conveyors; transformers; bunks, steel; beds, steel; boats; 
battery chargers; treads, metallic; soap, toilet; small tools; flourescent light 
fixtures; wire rope; stainless steel items; generators, steam and hot water; 
lathes, engine; drill motors, 12-inch breast type; lock cylinders; paper, teletype; 
kits, anchors, ground 4 inch; safety toe lasts and patterns; space heaters; 
hot water heaters; whole bean roasted coffee; vacuum cleaners; prefabricated 
buildings; tension guys; sprinkler system; plastic correlation tables; guard 
Services; engine hoists; electro-optical upper hemisphere scanning instruments; 
gas heated steam tables; window shades; halyards; steam whistles; work 
benches; air cylinders: milk; torpedo loading trays; air cooling coils; plastic 
sheets; pumping assembly; dynamotor; fire trucks; soldering irons; infant 
wear laundering services; repair and overhaul of civilian aircraft; interruptor 
vibrators; wood pallets; architectural engineering services; electrical construc- 
tion ; draperies ; packaging envelopes ; rope ; and bins, steel. 


C. Inventory of small plant facilities 


An inventory of small business productive facilities is maintained on a 
decentralized basis in the field offices. Small companies interested in registration 
are furnished a questionnaire on which they list facilities and other pertinent 
information. On receipt of a questionnaire by the field office, it is filed alpha- 
betically by company name. The most important data are reviewed and the 
company classified by major product or capabities. The company is then closed 
for quick identification in accordance with the standard industrial classification. 
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The purpose of the facilities inventory is to insure that a record is provided 
for quickly ascertaining the productive capacity of small plants in a given area. 
The data furnished by the company are carefully classified as to number of 
employees, types of products, and other essential production factors. This 
information can then be evaluated to determine a manufacturer’s industrial 
potential, including the kinds of production for which his facilities are now 
suited, and the types to which the facilities can be converted in case of full 
mobilization for defense. Many small firms now engaged in producing a peace- 
time, civilian item, can when the need arises, produce a wide variety of defense 
items which have no civilian counterparts. 

A partly mechanized operation has been accomplished by the utilization of 
stencil plates which contain a minimum of identification and descriptive data on 
the company, and can be used for addressing correspondence to them. From 
such records, the field staff can readily obtain skeleton information on individual 
concerns by industrial groups, without going to the main alphabetical files. 
These condensed records are maintained in SIC code numerical order for rapid 
reference. 

The inventory is now used principally in assisting the registered companies 
in their efforts to obtain prime and subcontracts, in locating new sources for 
the military services, in aiding the damage assessment program sponsored by 
the Office of Civil and Defense Mobilization, and in locating scarce or specialized 
machine tools and equipment when calls for them are received. 

SBA field offices are authorized to cooperate with State and local govern- 
ments, chambers of commerce, and trade associations in the collection of facility 
information to expand the facilities inventory, and so increase it coverage. 

About 40,600 small plants are registered with SBA. The increasing import- 
ance of the mobilization aspects of the inventory points up the clear need for 
registering more small firms that are removed from urban centers, and this is 
now receiving emphasis. 

A program has been underway for about a year for registering qualified small 
business concerns with research and development capabilities. This subsidiary 
inventory is used as a means of informing Government procuring agencies and 
large prime contractors of the special capabilities of these small concerns. A list 
of 1,100 companies was published in May 1958 and was well received by Gov- 
ernment planning and procurement agencies and personnel. Several suggestions 
were received after the first issue. Some of these were adopted and the present 
list reflects them. The December 1958 issue has grown to 1,425 companies. 
Companies are divided into five broad interest categories and alphabetically sub- 
divided into their respective States. Revisions are planned at 6-month intervals. 


D. Procurement guidance and assistance 


Another important service of the SBA is help to small firms in determining 
which agencies purchase the products or services they want to supply the Govern- 
ment; in having their names placed on appropriate bidders lists; and in obtain- 
ing bid sets for purchases they are able to furnish. 

As part of its program to help small firms learn “who buys what and where,” 
the SBA makes available to them through the Superintendent of Documents the 
“U.S. Government Purchasing and Specifications Directory.” This is a com- 
prehensive guide to the Government’s buying procedures, the items purchased 
by the military and civilian agencies and the offices which purchase them, and 
reference sources of Government specifications and indexes to specifications. 
Businessmen have purchased 21,950 copies of the most recent directory from the 
Government Printing Office. 

The SBA also assists small firms in solving problems regarding bids and 
specifications. This assistance ranges from explaining to buinessmen the Gov- 
ernment’s procurement regulations to having restrictive specifications amended 
and unduly short bid openings extended for the benefit of small firms which 
eannot afford large estimating staffs and therefore cannot meet the deadline 
for bidding. 

Another important form of assistance given small businesses is help in resolv- 
ing difficulties with Government procurement agencies. Some examples of this 
assistance are action to expedite payments due small firms; participation with 
small business owners in conferences with contracting officials; advice to con- 
tractors about their rights and intercession with contracting officials to protect 
the contractors’ rights. Cases of this type may require only a few minutes to 
solve, or they may call for continued SBA action over a period of weeks. 
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During 1958, the agency’s field offices reported 28,638 cases of procurement 
assistance to small firms on selling to the Government or representation of them 
at purchasing offices in connection with procurement matters. In addition, 7,041 
firms were helped to bid on specific procurements. 


E. Developing subcontracting opportunities for small business 


Because missiles, aircraft, and other highly complex weapons now being 
emphasized in the defense program are purchased under the weapons system con- 
cept subcontracting has taken on added importance for small business concerns. 

The SBA, therefore, is placing renewed stress on its subcontracting program - 
through which it attempts to increase subcontracting opportunities for small 
firms, and directs small firms to likely sources of subcontracts. As part of this 
intensified effort in the field of subcontracting, the agency has published a direc- 
tory on “Missile Subcontracting” which contains (a) the names of items making 
up ballistic missiles, guided missiles, rockets, drones, and targets, and (Db) a 
list of companies holding contracts for the production of subsystems ; components; 
assemblies ; subassemblies, and parts of the missiles, rockets, and so forth. This 
directory has been provided the military services and congressional committees 
and has been made available for review by interested persons at agency field 
offices. A supplement to the directory giving additional information will be 
released in March. 

An essential part of the subcontracting program is an SBA inventory or record 
of the facilities of small firms that have asked assistance in obtaining subcon- 
tracts. Through this inventory, the agency is able to refer interested subcon- 
tractors to firms requiring additional production facilities and research and 
development services. 

For example, major prime contractors that have agreed to establish small 
business subcontracting programs in cooperation with the Department of De- 
fense are consulted by SBA representatives to determine their willingness to 
subcontract work. The agency then uses its facilities inventory to recommend 
small firms interested in bidding on these subcontracting opportunities that are 
offered by the primes. (There is no statutory authority that requires a prime 
contractor to subcontract—subcontracting is done at his discretion. ) 

This agency has recently conducted an experimental procurement in coopera- 
tion with one of the military departments, which, if successful and adopted as 
standard procedure, will appreciably increase small firm participation in sub- 
contracting. This experiment was designed to test a method of putting small 
firms in a better competitive position to obtain subcontracts. A substantial 
number of bids were received and have been opened but have not yet been 
evaluated. The whole operation will be evaluated by the military department 
concerned and by this agency after an award of the contract has been made. 


F. Referring prime contracts to small firms 


When a small business concern asks assistance in obtaining Government 
orders and contracts, the SBA obtains from it data about its production facili- 
ties. The agency then notifies the firm of current bidding opportunities which 
are suited to its particular type of equipment. This service is provided until 
the firm has had time to get on bidders’ lists and receive notices of future pur- 
chases direct from the purchasing office. Since the agency’s field offices obtain 
bid sets from the principal Government purchasing offices, they are able to 
notify small firms of many bidding opportunities. 

In calendar year 1958, the SBA sent more than 32,000 notifications of bidding 
opportunities to small business concerns which had asked such assistance. 


G. Certificates of competency 


The SBA is authorized by law to certify that a small business concern, small 
business production pool, or group of small firms jointly engaged in research 
and development, has the necessary financial and technical ability to carry out 
the terms of a particular Government contract. Through this authority to issue 
certificates of competency the agency offers what is in effect an appeal procedure 
for the small firm, pool, or group of small firms, whose low bid on a Govern- 
ment purchase, or high bid on a Government sale, is rejected for reasons of 
financial ability or productive capacity. 

By law, a Government contracting or disposal officer must accept a certifi- 
cate of competency issued by the agency as conclusive without requiring the 
small business concern, pool, or group of firms to meet any other requirement as 
to financial ability and productive capacity. 
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This has been an important and active program since the start of the agency. 
During 1958, the agency received 233 applications for certificates and issued 124 
certificates. By comparison, in 1957, 244 applications were received and 103 
certificates of competency were issued. 

Certificates of competency issued during 1958 related to contracts amounting 
to $29,108,512, more than twice as much as those issued in 1957, related to con- 
tracts valued at $12,754,000. Since the beginning of the agency in August 1958, 
481 certificates of competency for contracts amounting to $72,564,512 have been 
granted in behalf of small business firms. These contracts would have been 
denied to the small business firms had the protection of the certificate of com- 
petency program not been available. Exhibit D shows the number of certifi- 
cates of competency applied for and issued for individual purchasing agencies 
since August 1953. 

The very existence of the certificate of competency program often tends to tip 
the scales in favor of a small business concern when there is doubt as to its 
competency. In many instances, spadework accomplished by SBA field offices 
has resulted in contract awards without the necessity of the issuance of cer- 
tificates. 

The SBA takes the responsibility seriously when issuing certificates of com- 
petency. The care in making investigations and evaluating requests for cer- 
tificates is demonstrated by the ratio of certificates issued to applications re- 
ceived. There are very few instances in which certificates were granted in 
which the small firm failed to complete the contract. 

All branches of the Defense Department, some joint agencies, and several 
civilian agencies are served by this program. 

SBA production specialists keep continual check on the progress of a small 
firm until it has completed work on a contract which is covered by a certificate. 
This is in line with the agency’s policy of not only making a careful original 
investigation, but maintaining a high standard of contract performance. During 
1958, SBA personnel made 751 visits to plants to determine their progress on 
contracts. 

An example of field followup action is provided in a current production con- 
tract for three-wheeled post office vehicles. These are the first to be made by 
a small business, and the company received the contract with the aid of a cer- 
tificate of competency. The SBA field office helped in expediting components 
at producers’ plants, and provided continued liaison during the preproduction 
phase. In this case, as in several others during the current period, small pro- 
ducers were enabled to enter a field that had previously been the domain of 
big business exclusively, through the assistance of the certificate of competency 
program. 


H. Specifications assistance 


A continuing problem of small business firms is difficulty in obtaining copies 
of Government specifications. Many small firms receive bid sets from Govern- 
ment contracting offices without the appropriate specifications, or with the basic 
specifications alone, while important reference specifications are omitted. Fre- 
quently, when a small firm writes to the purchasing agency for the needed speci- 
fications, heavy demand for them already has exhausted the supply. 

The SBA maintains at its Washington and field offices a reference set of the 
packaging and packing specifications most often required by small concerns in 
selling their products and services to the Government. 

During this reporting period, the agency worked closely with the task force 
for reviewing Government procurement policies and procedures. Technical 
guidance was provided to a number of task force study groups. In addition, 
a staff member of the Agency served on the study group dealing with the overall 
area of Government specifications, while another was chairman of an inter- 
agency special staff assignment to prepare recommendations to the Government 
for improving the availability of specifications. The SBA has submitted a 
number of problem areas to the study group for consideration and possible 
solution. 

A major selection of the “U.S. Government Purchasing and Specifications 
Directory” contains a guide to over 900 places throughout the country where 
small business owners may refer to Government specifications and indexes; 
discusses the purchasing specifications used by the Government; tells how 
businessmen may obtain copies of them; and provides pointers on using them. 

In the year 1958, the SBA received from the General Services Administration 
187 new or interim Federal specifications, as compared with 254 received in 
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1957. These were reviewed by the agency to make certain their provisions 
would not be restrictive to small concerns. The agency’s analyses resulted in 
a number of recommendations to the GSA for deletion of possible restrictive 
or discriminatory provisions. 

The SBA also seeks the issuance of new specifications, or revisions in exist- 
ing ones, to make it possible for small manufacturers to have their products 
considered in Government purchasing. Toward this end, negotiations were 
held during 1958 with the Department of Agriculture, Quartermaster Corps, 
Marine Corps, Coast Guard, Signal Corps, National Bureau of Standards, Gen- 
eral Services Administration, Department of Commerce, Corps of Engineers, 
and the Department of the Air Force. 

At the request of the Department of Defense, the SBA actively participated 
in the Fourth Joint Military Industry Packaging Symposium held in Wash- 
ington September 30 to October 2, 1958, inclusive. 

Examples of assistance in specifications problems are contained in exhibit HB. 


I. Business opportunity meetings 


During calendar year 1958, the SBA, in cooperation with other Federal agen- 
cies and State and local business groups, cosponsored 12 small business oppor- 
tunity meetings. Approximately 16,000 small-business owners and managers 
attended these meetings and learned firsthand of the Government’s buying 
methods, prime and subcontracting opportunities, and helpful services avail- 
able from the Small Business Administration and other Federal agencies. 

Opportunity meetings were held in Worcester, Mass.; Shreveport, La.; East 
St. Louis, Ill.; Garden City, N.Y.; Casper, Wyo.; Cleveland, Ohio; Buffalo, 
N.Y.; Birmingham, Ala.; Corpus Christi, Tex.; Jackson, Miss.; Seattle, Wash. ; 
and San Francisco, Calif. 

At the opportunity meetings, information on how to sell to the Government 
is presented through talks by top Government purchasing officials; visual dis- 
plays; sample bid sets; and exhibits of products purchased by Federal agencies. 
Each meeting also features exhibits by prime contractors of items for which 
subcontractors are being sought. In addition, SBA specialists and Government 
contracting officials provide on-the-spot procurement guidance and assist in- 
dividual firms in obtaining listing on appropriate bidders lists. 

Future opportunity meetings also shall present information regarding sales 
of surplus Government property and research and development. 

During 1958, the SBA participated in 22 other business oportunity meetings, 
exhibits, and conferences sponsored by other Government agencies and private 
business groups. 






















































J. Review of Government procurement policies and procedures 


A recommendation of the President’s Cabinet Committee on Small Business 
established a Task Force for Review of Procurement Policies and Procedures 
in order to increase small business participation in work on Government con- 
tracts. The SBA has provided technical assistance and has participated in 
the work of this task force goal to eliminate needless inconsistencies in the 
procurement procedures of various departments and agencies; to simplify the 
procedures; and to remove from them inequities which hinder small-business 
concerns in their efforts to sell to the Government. 

The SBA referred to the task force typical problems experienced by small 
firms in selling to the Government, and recommended possible solutions. The 
agency assigned a staff member to the task force on a full-time basis, and has 
had other of its officials serve as chairmen or members of various task force 
study groups. 


K,. Prime contract authority 

The SBA is empowered to enter into contracts with any department or agency 
of the U.S. Government to furnish supplies and services and to arrange for 
the performance of such contracts through subcontracting to small-business 
concerns or others, as may be necessary. 

The SBA believes that its authority to take contracts in order to extend sub- 
contracting should be continued on a standby basis for use in an extraordinary 
emergency. 

L. Examples of procurement assistance 
Typical examples of procurement assistance are given in exhibit F. 
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IV. RESEARCH AND DEVELOPMENT 


In the Small Business Act of 1958, Congress assigned to the SBA additional 
responsibilities and authorities in the field of research and development. Asa 
result, the agency has established a Research and Development Division in its 
Washington office, has assigned research and development specialists to several 
of its larger field offices, and has taken other actions to step up its services to 
small firms in this area. 

Among the new responsibilities given the SBA are these: 

1. To help small business concerns obtain Government contracts for research 
and development work ; 

2. To help them obtain the benefits of research and development performed 
under Government contracts or at Government expense ; 

3. To provide technical assistance to small business concerns to accomplish 
the purposes of the research and development section of the Small Business Act: 

4. To assist and encourage small firms to undertake joint programs for re- 
search and development, including programs for these purposes : 

(a) To construct, acquire, or establish laboratories and other facilities for the 
conduct of research ; 

(b) To undertake and utilize applied research ; 

(c) To collect research information related to a particular industry and dis- 
seminate it to participating members; 

(d) To conduct applied research on a protected, proprietary, and contractual 
basis with member of nonmember firms, Government agencies, and others; 

(e) To prosecute applications for patents and render patent services for par- 
ticipating members; and 

(f) To negotiate and grant licenses under patents held under the joint pro- 
gram, and to establish corporations designed to exploit particular patents ob- 
tained by it. 

After conferring with the Attorney General and the Chairman of the Federal 
Trade Commission, the Administrator of the Small Business Administration 
may approve an agreement between small business firms providing for a joint 
program of research and development, if he finds that the proposed program will 
help maintain and strengthen the free enterprise system and the economy of the 
Nation. 

The SBA’s Research and Development Division is working closely with the 
Washington offices of the principal Government research and development agen- 
cies to insure that small business firms will be considered for all research and 
development work for which they are qualified. 

The agency also has prepared operating procedures and related forms cover- 
ing the organization of joint small business programs for research and develop- 
ment. These are being reviewed by appropriate Government departments and 
will be issued after approval. 

The SBA also is expanding a special inventory of small business concerns 
interested in research and development work. This inventory is the basis for 
the agency’s publication “List of Small Companies for Research and Develop- 
ment Work.” A revised edition of the publication listing about 1,400 small com- 
panies was issued in December 1958 and distributed to Government purchasing 
agencies and prime contractors. 


V. PROPERTY SALES ASSISTANCE 


In 1958 the Small Business Act extended Government set-aside procedures to 
include sales of Government property. SBA has the responsibility to assist 
small firms that may wish to buy property offered for sale by the Federal Gov- 
ernment by assuring them the opportunity to bid competitively for surplus real 
and personal property and natural resources which includes timber from the na- 
tional forests. 

Progress has been made on a limited basis in staffing the Washington office 
Property Sales Assistance Division. Necessary policies and procedures are be 
ing developed currently for carrying out the provisions of the law with various 
civilian and military agencies. A skeleton staff of property sales assistance 
specialists has been recruited in seven of the SBA’s major field offices to provide 
technical assistance to small business firms. 

As initially conceived, the SBA property disposal program breaks down into 
three principal areas: (1) Personal property disposal; (2) real property dis- 
posal; and (3) disposal by lease or sale to small business enterprises of natural 
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resources owned by the Federal Government. For each of these programs, SBA 
is given authority to make set-asides for small business firms and to issue certifi- 
eates of competency for the benefit of firms purchasing property from the Gov- 
ernment when there is some question relative to credit or performance from the 
contracting officers’ point of view. 

SBA is authorized to obtain from the various Government agencies engaged 
in the disposal of Government property, such reports as are required or needed 
for adequate program administration. This authority is being exercised as pro- 
grams with the various agencies are developed. This activity enables SBA to 
obtain basic information from other Government agencies which helps small 
business enterprises. 

SBA has worked out with the Department of Agriculture a cooperative agree- 
ment for programing the sale of Federal timber to small business concerns. 
(Exhibit L.) <A similar type agreement is being developed currently with the 
Bureau of Land Management, Department of the Interior, for the sale of timber 
under its jurisdiction to small business firms. As these negotiations have been 
completed, a joint interagency press release has been prepared to announce the 
aims of the cooperative agreements. It is expected that such publicity will 
result in additional inquiries by interested small business concerns, who recog- 
nize for the first time what SBA can do for them in the field of disposal of 
Government property. 

In addition to the agreements covering sales of timber from the national 
forests, memoranda of understanding are being developed with the Department 
of Defense, General Services Administration, and other Government agencies to 
assist small business firms to obtain a fair proportion of surplus real and 
personal property which is no longer needed. 












VI. OTHER PRODUCTION AND PRODUCTS ASSISTANCE ACTIVITIES 
The following discussion pertains to additional facets of the SBA procurement 
and technical assistance program. All are directed toward helping small firms 
to overcome the problems of keeping abreast of production and product develop- 
ment. Coupled with procurement assistance, these activities provide to individ- 
ual small concerns a means whereby then can (1) gain access to production, 
research, and development information, and (2) obtain current technical data on 
new or improved products. 


A. Products assistance 


The importance of new and improved products and processes as a step toward 
diversity of operations and larger profit margins is recognized by all progressive 
business management. At present, many successful companies realize about 
half their sales on products they have brought out since World War II. Studies 
of the profit cycle of new products made by management concerns in the last few 
years indicate that the profit margin on a new product increases during the mar- 
ket development and growth period of the product, but as soon as the product 
has enjoyed sufficient success to induce significant competition, the profit margin 
recedes. To keep operations in a high profit zone, it is therefore necessary for 
aggressive companies, large and small alike, to bring out a succession of new 
products to which emphasis can be successively shifted from one product to the 
next, as an earlier one becomes less profitable and a newer one enters its period 
of greatest profitability. New products which eventually become old ones, and 
have entered the period of high competition and low profitability, are relegated 
to a position of minor importance or dropped. 

The SBA offers new products assistance to small companies through two basic 
approaches. 

First, there is the problem of finding new products to make and sell. To assist 
small companies in this endeavor, the agency continuously collects and publi- 
cizes information on patents available to small firms through licensing or other 
normal commercial arrangements. The emphasis here is on new products. How- 
ever, some which are not necessarily new, but have sufficient remaining patent 
life to allow profitable development and appear to be of possible interest to small 
companies, are also publicized. Also included are selected Government-owned 
patents available on a nonexclusive basis that might interest small companies, 
and a small number of American patents owned by foreign nationals. In addi- 
tion, some of the larger American corporations have recently begun a coopera- 
tive action with the agency by indicating the availability of patents of their own, 
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which they have developed in the course of their own various technical pursuits 
and which do not, at the present time, come within their current programs. 

Brief descriptions of approximately 100 patents in the above categories are 
publicized each month in the SBA’s Products List Circular. This circular is 
now received each month by 16,000 individuals and business establishments. 
Many inquiries are received each month soliciting information about the patents 
so listed. 

Since the agency does not in any way participate in negotiations wihch may 
arise between the owner of a patent listed in the circular and an interested 
inquirer, no direct information is available on the volume of transactions suc- 
cessfully concluded as a result of publicity provided by the circular. However, 
the steady increase in the number of parties asking to receive the Products List 
Circular (it has doubled within the past year), and the steady volume of inquir- 
ies about patents listed in the circular received in the Washington and field 
offices, indicates that the circular is definitely filling a need among small firms. 

The second approach made by the agency to the small business products prob- 
lem consists of providing information in response to specific inquiries received 
from small companies engaged in or considering the manufacture of a specific 
product. This kind of inquiry frequently pertains to a product which, while 
not actually a new one from the historical standpoint, may be one that is new 
to the inquirer, whose interest in it stems from the particular business and eco- 
nomic climate in which he operates. In view of the great range of activity in 
which small business is engaged, the inquiries naturally cover a broad front. 
For example, one recently pertained to the glazing of fruit, another inquired 
about the uses and potential markets of copper powder of unusually high purity 
and fineness. Still another asked about the use of hydrocarbons for scouring 
wool, while another wanted information on suitable products for a manufac- 
turing enterprise he was considering buying. That small companies are as 
forward looking as their larger competitors, was demonstrated by an inquiry 
received from a small establishment desiring information on starting a local 
helicopter service. 

The Small Business Act of 1958 gave the agency additional responsibility in 
helping small companies obtain the benefits of research and development per- 
formed by the Government or at Government expense. As agency programs 
develop in carrying out this responsibility, smaller firms will be brought closer 
to some of the latest technical and scientific developments. This will be of 
significant aid to them in solving their product problems. 


B. Materials and equipment assistance 


During the last year there was a plentiful supply of basic materials and 
production equipment to meet the needs of small business. Although the excess 
of supply over demand now provides a favorable cushion, it is plain that any 
substantial increase in defense requirements would again result in shortages 
for small business. Historically, such shortages have adversely affected the 
competitive position of small business or even their lives, and this agency has 
found it necessary to take action to help the small business community under 
such circumstances. 

Small firms have frequently complained about the high cost of production 
equipment. As a result, the agency has been asked to locate commercial sources 
of used equipment or surplus Government-owned equipment. 

The Office of Civil and Defense Mobilization asks SBA to review each request 
of the Department of Defense for approval to lease Government-owned machine 
tools for nondefense purposes. The purpose of the agency’s review is to see 
that such leases do not adversely affect the competitive position of small busi- 
ness. 

At the request of the Office of Civil and Defense Mobilization, the agency 
actively participated on the Interagency Task Group on Production Equipment 
which selected Government-owned machine tools to be added to the national 
industrial equipment reserve, and for donation to educational institutions. 

An indication oft he diversification of SBA activities with respect to ma- 
terials and equipment assistance is the number and type of meetings and con- 
ferences in which the agency has participated. During the past year, the 
agency has taken part with representatives of other agencies to discuss alu- 
minum, machine tools, railway supplies, electronic equipment, liquid oxygen, dis- 
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posal of surplus aircraft, ships, anchors, small arms, and other products and 
materials. 

The SBA acts as spokesman for small business before, and consults with, 
other Government agencies which are considering the adoption or revision of 
materials and equipment policies, programs, or regulations affecting small busi- 
ness. Through its field offices, the agency provides small firms with information 
on the Government’s materials and equipment regulations. 

The SBA implemented its assignment under Defense Mobilization Order 1-24 
by developing, in cooperation with the Department of Commerce, a procedure 
for referring to that Department cases where small firms experienced hardships 
in seeking materials and equipment. The Department agreed (1) to recommend 
to the SBA alternate sources of supply for those firms which were dealing en- 
tirely with civilian work, and (2) to issue priorities or directives to those small 
firms engaged in defense production to insure completion of their defense orders 
on time. The procedure enables the SBA to make recommendations in the 
interest of the small business community. 

Examples of the type of materials and equipment assistance given small 
companies are contained in exhibit G. 


C. Tax amortization program 


The accelerated tax amortization program was established by the Government 
as an incentive, in the form of tax relief, for concerns to expand defense produc- 
tion facilities, and the SBA continues to perform two principal functions in this 
rapidly declining program. 

At the request of the Office of Civil and Defense Mobilization and the delegate 
agencies, the SBA field offices obtain additional information about small business 
applications for tax amortization certificates which lack essential data. In 
other cases, the agency is asked by small firms to check on the status of their 
applications and advise them of adverse developments or other circumstances. 
Both functions became relatively inactive as a result of the restrictions imposed 
by Public Law 85-165. 

A procedure developed with the Department of Commerce assures full consider- 
ation of small business applications referred by the Office of Civil and Defense 
Mobilization to the Department of Commerce for review. Before recommending 
disapproval of any small business application, the Department asks the SBA 
for comment or additional documentation in support of the application. 

Between July 1, 1958, and December 31, 1958, the OCDM approved only 68 
applications for tax amortization certificates, of which 59 were certificates 
issued to large business firms and 9 to small-firms. The total amount certified 
to large companies was $31.3 million while the total amount of the nine small 
business certificates was $3.5 million. 


D. Small business production pools for defense research and development pools 


The SBA is authorized to advise and assist in the formation of small business 
production pools and to formally approve the pools’ proposed operations, subject 
to the concurrence of the Attorney General and the Chairman of the Federal 
Trade Commission. 

The principle behind production pools is the belief that many small businesses 
will be assisted in obtaining contracts and orders for the production of items 
and services which would not otherwise be obtained and which in all probability 
they would not seek. Whereas experience indicates that pools are less likely to 
be successful during a period of reduced mobilization than in wartime, interest 
in production pools was sustained during the last year. It appears that firms 
which have experienced a decline in orders or production of civilian-type busi- 
ness have considered forming pools as a means of improving their competitive 
position for Government purchases of defense items. 

At present there are six approved pools, two of which consider themselves ac- 
tive and are seeking defense prime and subcontracts. The other four pools are 
maintaining their organizations on a standby basis. 

During the year 1958, a new member was added to the Allied Specialties Co., 
and in early 1959, a new production pool, Electrodyne Industries, Inc., was ap- 
proved. In addition, groups in Hawaii, Oregon, California, Florida, Texas, 
Minnesota, New York, and Arizona have obtained information with respect to 
the formation of small business production pools for defense. 
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Following are the names and addresses of the presently approved production 
pools, with number of companies and employees comprising each: 


Name and address Number of | Number of 
companies | employees 


Allied Construction Contractors, Joliet, MM. -.-- 5 107 
Allied Specialties Co., Philadelphia, Pa__-.. 15 | 416 
Caledonia County Production Pool Associates, St. Johnsbury, Vt. 3 20 
General Tire Production Pool, Inc., Akron, Ohio 3 lll 
Huntington Production Pool, Huntington, W. Va 12 926 
Electrodyne Industries, Inc., Lynbrook, Long Island, N.Y- t 169 


Total. ; ee Sakai ; 42 1, 749 


Through the year 1958, Allied Specialties Co. successfully obtained and per- 
formed 327 defense prime contracts, totaling $1,216,725 and 2 subcontracts 
valued at $65,926. During the past years, General Tire Production Pool, Ine. 
was awarded two prime contracts, totaling $95,400 and two subcontracts totaling 
$20,000. 

In July 1958 the Small Business Act was amended to enable the agency to 
assist and encourage small firms to undertake joint programs for research and 
development. To this end, SBA has prepared a proposed booklet on research 
and development pools, describing the information to be supplied and steps to 
be taken in applying for Government approval. This booklet has been up- 
proved by the Department of Justice, Federal Trade Commission, and is being 
reviewed by the Department of Labor. It is expected that the booklet soon 
will be issued. The new program, unlike production pools, does not require 
the group to be engaged in defense contracts. The basic requirement is that 
the joint program be carried on “in the best interests of the competitive free 
enterprise system and the economy of the Nation.” 


E. SBA area assistance programs 


A summary of SBA activities and accomplishments in labor surplus areas, 
rural area development, and underdeveloped areas is described under the three 
facets of this program. 

Labor surplus areas.—When SBA is notified by the Secretary of Labor that 
any area in the United States is declared one of substantial labor surplus, the 
agency makes a special effort to assist the small business concerns in the area 
to improve the economic situation there. The “build from within’ approach 
is stressed by the agency. SBA industrial specialists call on the small business 
industrial plants in such areas to explore the possibility of increasing production, 
expanding activities, or otherwise providing for more employment. New prod- 
ucts or improvements in present product lines, including design modifications, 
package modernization, and marketing techniques, are explored as are the possi- 
bilities of contracts on Government procurements to balance the production 
schedules. Retail stores and service trades in the community are reviewed. 
SBA material on marketing and distribution practices is used, including mer- 
chandising techniques, modernization of stores, management courses by local 
colleges in cooperation with SBA programs in this field, and other techniques 
to influence buyers to “shop at home” and attract the trade of the surrounding 
territory. 

In response to official requests, the SBA has made a number of specialized in- 
dustrial potential surveys in areas of labor surplus. Such surveys are made 
in cooperation with community leaders and groups to give direction to an effec- 
tive economic improvement program. Representative small business plants are 
Surveyed to ascertain their present employment and possible employment if 
their productive capacity were fully utilized. Data on products and production 
capacity, and facilities are obtained. The local sponsoring group obtains this 
data on all of the other small business concerns in the area. This is evaluated 
and presented in a report which is usually issued by the local sponsoring group. 

Examples of assistance to labor surplus areas are shown in exhibit J. 

Rural development program.—The objective of the rural development program 
is to help people in rural counties and areas make the best use of the resources 
they have. The emphasis is on self-help, by the individuals and communities, 
with flexible and decentralized organizations at the county levels. In some 
instances improved farming methods, soil conservation, crop diversification, or 
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crops new to the area have helped upgrade the area financially. In others, an 
industrial plant has come into the area to provide off-the-farm employment for 
some members of farm families. There is not one general answer applicable 
to all cases. 

The Administrator is a member of the Committee for Rural Development Pro- 
gram, and SBA representatives are active participants in the interdepartmental 
Rural Development Program Committee which meets monthly and discusses 
overall problems and their solutions and the progress of the rural development 
program. 

A series of State meetings has been held to indoctrinate field personnel of all 
agencies in the program. SBA had field office representatives at meetings in 
Lexington, Ky.; Shreveport, La.; Fort Smith, Ark.; Athens, Ga., and Asheville, 
N.C. The program is directed toward local activities and local incentive. State 
and county committee meetings are held, with participation chiefly by inter- 
ested parties at those levels. The State Agricultural Extension Service usually 
furnishes direction to these meetings. 

On the action side of the program, this agency has given considerable technical 
assistance to individual small business concerns in pilot county areas. Some 
if the services rendered by SBA in the advancement of local development pro- 
grams, fostering small business growth and contributing to the increase of 
off-the-farm employment are: 

(a) Assists small firms having problems of a technical nature. 

(b) Assist small business concerns and individuals in locating or marketing 
anew line or type of product. 

(c) Assists in obtaining Government contracts for small business concerns 
as an aid to increased production. 

(d) Publishes booklets and business aids designed to assist owners and mana- 
gers in operating their businesses more efficiently. The agency also published 
the Rural Resource Leaflet No. 6: “Small Business—A Keystone of Rural Area 
Development,” to publicize its part in the program. 

(e) Arranges courses, through colleges and universities which are available 
to owners of small business concerns providing instruction in business manage- 
ment. 

(f) Extends credit to local development groups or cooperatives to cover a 
portion of the costs of constructing buildings for industry. 

(7) Provides technical assistance to small business concerns on their financial 
problems, including those concerns located in rural areas and in areas where a 
declining agriculture has had adverse effects on local economy. 

(h) Assists small businesses in obtaining credit from private lending sources. 

Examples of SBA’s assistance in local areas are shown in exhibit K. 

Underdeveloped areas——The SBA also assists areas of unemployment or 
shrinking incomes which fail to meet the criteria for classification as labor 
surplus areas or as pilot counties. 

In some of these areas, tourism can be encouraged. Industries based on 
natural resources, such as native hardwoods, offer other opportunities. In each 
case, the SBA build-from-within approach is used to (1) assist the local whole- 
sale, retail, and service dealers to exploit the full area possibilities, and (2) de- 
velop new industries for the productive potentials of the groups of the areas. 


F. Production assistance 


SBA, through its production specialists in the agency’s field offices, make a 
continuous effort to help small firms in production matters, simultaneously 
avoiding direct competition with engineers and consultants who make their 
services commercially available. Specific problems frequently arise in instances 
where a small company is making items for the Government indirectly related 
to its normal civilian business. Advice can also be given on problems of plant 
location and plant layout. In some instances, the agency may recommend sev- 
eral professional consultants who specialize in management and production 
problems. 


Examples of assistance given by the agency’s field offices are indicated in 
exhibit 1. 
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VII. SBA LIAISON OFFICERS WITH THE DEPARTMENT OF DEFENSE AND FEDERAL 
CIVILIAN AGENCIES 

A. Department of Defense 

An SBA representative is assigned to the Department of Defense to help 
achieve greater coordination of the two agencies’ small business programs. The 
SBA representative. who serves as the Administrator’s spokesman at the secre 
tarial level of DOD and military services, reviews current and proposed pro- 
curement regulations, and initiates, inaugurates, and suggests new and different 
ideas on procurement regulations and policies which will be beneficial to small 
business. A recent example was the release of ASPR containing the DOD small 
business program which incorporated provisions implementing the additional 
legislation contained in the Small Business Act and provided for small business 
set-asides on classes of items. Defense officials have given this liaison officer 
excellent cooperation and his participation at the Defense Department’s policy 
level has resulted in other changes beneficial to small business. 
B. Civilian agencies 

A liaison coordinator is assigned to civilian departments and agencies having 
small business procurement authorities and property sales and disposal pro- 
grams. This liaison representative participates in conferences and consults 
with key officials of civilian Government agencies with respect to small busi- 
ness participation in proposed procurements and property sales of these agencies. 
C. Office of Civil and Defense Mobilization 

The SBA is cooperating closely with the Office of Civil and Defense Mobiliza- 
tion and other Federal agencies in plans for mobilization and management of 
resources and production in event of a national emergency. The Administra- 
tor is a member of the Civil Defense and Defense Mobilization Board, which 
has special interest in planning emergency measures to maintain the financial 
system and national monetary and credit structure, and to insure optimum use 
of small business in producing material for recovery and retaliation. The SBA 
is represented on interagency committees concerned with periodic testing of 
mobilization plans and programs of Federal, State, and local government agen- 
cies, and with development and operation of a program to inform Government 
units of availability of productive resources remaining after attack. 


VIII. SMALL BUSINESS SIZE STANDARDS 


Congress, in the Small Business Act, has stated that to be considered small 
and therefore eligible for assistance from the SBA, a business concern must 
be “* * * independently owned and operated and * * * not dominant in its 
field of operation * * *.” The act also authorized the SBA, in making a more 
detailed definition of small business, to use number of employees and dollar 
volume of business among other criteria. “Where the number of employees is 
used as one of the criteria in making such definition for any of the purposes of 
this act, the maximum number of employees which a small business concern 
may have under the definition shall vary from industry to industry to the 
extent necessary to reflect differing characteristics of such industries and to 
take proper account of other relevant factors.” (Sec. 3 of the Small Business 
Act.) 

The agency uses different yardsticks in determining whether a firm is small, 
depending on the type of small business assistance; for example, one is em- 
ployed in determining whether a firm is eligible for assistance in selling to the 
Government, and another in determining whether it qualifies for financial 
assistance. 

The SBA published small business size standards which became effective 
January 1, 1957. The definition for procurement assistance was formulated 
by an interagency task force for procurement purposes and represents the 
unanimous judgment of the 14 Government agencies chiefly concerned with 
procurement procedures and the Small Business Administration. Subsequent 
amendments were issued pertaining to the definition of “number of employees,” 
industries or activities for which no standard has been set, status of nonmanu- 
facturers, publication of industry or field of operation of the concern which 
received a small business certificate, effect of appeals on time limit for size 
determinations, the size standards of the petroleum refining industry, and the 
construction industry. 
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Under the new ruling, for the purposes of Government procurement, a con- 
cern is a small business if (@) it is not dominant in its field of operation and, 
with its affiliates, employs fewer than 500 employees, or (0) it is certified as 
a small business concern by the Small Business Administration. 

In the petroleum refining industry, for the purpose of Government procure- 
ment, a concern is Classified as small business that (1) is independently owned 
and operated; (2) is not dominant in its field of operation; (8) together with 
its affiliates employs not more than 1,000 persons; and (4) does not have more 
than 30,000 barrels per day capacity from owned and leased facilities. The 
crude oil capacity of a refinery approximates the maximum daily average crude 
runs to stills that can be maintained for an extended period. 

In the construction industry, a small business concern is a concern which, 
including its affiliates, has an average annual receipts of $5 million or less 
for the preceding 3 years. This criterion is used as a requirement to be clas- 
sified as a small concern in place of number of employees. 

To be classified as a small business concern, a nonmanufacturing firm or a 
manufacturing concern which proposes to furnish a product made by another 
firm bidding on Government purchases, must meet the same criteria as a 
manufacturer, plus two additional requirements: (1) it must be a regular dealer 
as defined by Secretary of Labor pursuant to the Walsh-Healey Public Con- 
tracts Act; and (2) in the case of a Government purchase reserved for award 
to small business, or in appropriate cases involving equal bids, it must furnish 
in the performance of the contract the product of a small manufacturer or 
producer which product is manufactured in the United States or its Territories 
or possessions. 

When submitting a bid or proposal on a Government procurement, a concern 
which meets the above criteria, and which has not previously been denied small 
business status by the Small Business Administration, may represent in the 
appropriate place on the bidding form that it is a small firm. The concern 
shall then be deemed to be a small firm for the purpose of the specific Gov- 
ernment purchase, unless another bidder protests to the contracting officer 
and the SBA about the firm’s size status, or the contracting officer himself 
questions its representation. If the firm’s representation that it is a small 
business is challenged, it may then apply to the nearest SBA field office for 
a certificate that it qualifies as a small firm. If granted, this small business 
certificate is conclusive. 

If a firm is in doubt as to whether it meets the small business criteria, it 
may apply to the nearest SBA field office for a decision. 

This definition differs from the old less-than-500-employees standard in the 
following respects: 

1. The factor of dominance in an industry is added. Under the new defini- 
tion, firms having more than 500 employees in some industries may be de- 
termined to be small business if they are nondominant in the industry. Con- 
versely, a firm and its affiliates having fewer than 500 employees may be con- 
sidered large if they are dominant in the field. 

2. In the construction industry, the criterion for classifying a business con- 
cern by size for Government procurement is average annual receipts for the 
preceding 3 years rather than number of employees. 

3. In the petroleum refining industry the employment size standard has been 
increased to 1,000 and the factor of capacity of the concern has been added as 
a second index of size. 

4. A nonmanufacturing firm must, itself, be classed as a small business con- 
cern, and also must furnish the product of a small business manufacturer or 
producer in the performance of the Government contract reserved for small 
business. 

5. The number of employees formerly was the total number of the firm and 
its affiliates at the time of submission of the bid. Under the new definition, 
number of employees means the average employment of any concern and its 
affiliates based on the number of persons employed during the pay period end- 
ing nearest the 15th of the third month in each calendar quarter for the pre- 
ceding four quarters. If a concern has not been in existence for four full 
calendar quarters, number of employees means the average employment of 
such concern and its affiliates during the period such concern has been in 
existence, based on the number of persons employed during the pay period 
ending nearest the 15th of each month. 
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The Small Business Administration has received from business concerns 
with an average of more than 500 employees, including affiliates, several hundred 
applications for small business certificates for the purpose of Government 
procurement. 

In order to protect the interests and the competitive position of the many 
smaller businesses which compete with the larger businesses which request 
small business certification, it has been necessary to deny many requests. How- 
ever, more than 100 small business certificates have been issued. Based on 
an analysis of the number, size, and economic significance of the business enter- 
prises competing to obtain Government contracts, each certificate has been 
limited to specified fields of operation characterized by a few large business 
enterprises accounting for a high proportion of total output and not very 
many competing smaller businesses with average employment under 500 persons. 

The small business definition for sales of Government property is now being 
developed. 

To qualify as a small business investment company, a small business concern 
means one which is independently owned and operated and not dominant in 
its field of operation. A parent company must be considered together with all 
of its affiliates in determining its eligibility as a small business concern. If 
a concern is a wholly owned subsidiary of another concern or is under the 
control or the potential control of another concern other than a small business 
investment company, it shall be considered an affiliate, and a concern may be an 
affiliate of another concern if both are owned or controlled by a third party 
other than a small business investment company. On a prima facie basis, a 
eoncern shall not be considered small if its stock is traded on an exchange, 
whether the exchange is registered with the Securities and Exchange Com- 
mission or is exempt. On a prima facie basis, a firm shall not be considered 
as small if its stock has an over-the-counter market. Private sales made without 
a broker-dealer as an intermediary will not be considered sales constituting a 
public market. A concern shall not be considered small if it has at any time 
within the past 3 years sold its securities through a public offering, whether 
or not registered under the rules and requirements of the Federal Securities 
and Exchange Commission for gross proceeds in excess of $300,000. A concern 
which has no stock, such as a partnership or proprietorship, or a corporation, 
the stock of which is not traded on an exchange or over the counter, shall not 
be considered as small if its total assets together with all of its affiliates amount 
to over $5 million, or if its total income after taxes, together with all of its 
affiliates, has averaged over $150,000 per annum during the past 3 years as 
reported to the Internal Revenue Service. A concern which claims that it is 
small, notwithstanding the foregoing provisions, may apply to the SBA, using 
SBA form 355, for certification as a small business concern. Even though its 
stock has been sold through broker-dealers, a company may submit data as to 
the number of transactions, the number of shares sold and the number of 
shares transferred without: consideration to support its claim that its stock 
does not have an over-the-counter market. Upon certification, a concern shall 
have the status of a small business concern for the purposes of the act and 
this part. 

Insofar as the definition for business loans and purposes other than Govern- 
ment procurement, sales of Government property, and investment assistance are 
concerned, the SBA wili continue to use the definition of small business as pub- 
lished in the Federal Register. This definition provides: 

Manufacturing concerns: Any manufacturing concern is classified as small if it 
has 250 or fewer employees, including employees of affiliates; as large if it 
employs more than 1,000 persons. A manufacturing firm which has more than 
250 but not more than 1,000 employees may be classified as either small or large, 
depending upon the size standard which the SBA has developed for its particular 
industry. 

Nonmanufacturing concerns: Any wholesale concern is considered small if its 
annual dollar volume of sales is $5 million or less; in general, any retail or serv- 
ice trades concern is small if its annual sales or receipts are $1 million or less 
(the regulation also provides certain exceptions). Any construction concern 
is small if its average annual receipts are $5 million or less for the preceding 
3 years; any trucking and warehousing concern is small if its annual receipts are 
$2 million or less; any taxicab concern if its annual receipts are $1 million or 
less. If a size standard has not been established for a particular kind of busi- 
ness, a size determination will be made on the basis of available economic data. 
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IX. MISSILE TEAM 


The agency is engaged in a new type of procurement operation that we believe 
will increase considerably the participation of small business in missile procure- 
ment. A large firm that has had quite considerable experience in the production 
of missiles was requested to submit a proposal on a new supersonic missile after 
it had submitted one of the acceptable designs. The large firm then contacted 
this agency requesting assistance in finding qualified small firms having the re- 
quired engineering competence to joint with it in developing and submitting a 
proposal as a team. The team, consisting of the large firm and 12 others, 8 
of which were submitted by this agency, has been formed and the team proposal 
has been submitted. It is probable that it will be some time before the evalua- 
tion of all the proposals will have been made and a contract awarded. In the 
meantime, this agency is developing another team with the same large firm for 
the submission of another team proposal on another missile to a different mili- 
tary department. Should either of these teams receive a contract for a missile, 
it will demonstrate the feasibility of utilizing small firms in the organization of 
a team for the formulation and submission of proposals in the missile field. 


Exuisit A.—Procurement and technical assistance accomplishments 

















| 
Calendar year | Calendar year | Aug. 1, 1953, to 
1957 | 1958 Dec. 25, 1958 
Procurements set aside for small business. -----_-..----- 12, 866 | 21, 250 50, 525 
ae aa ee Rb Ce tancg > sme cotmakine $777, 631, 385 | $1, 112,340,525 | $3,348,039, 739 
Prime contract referrals. -_- ee 38, 595 32, 061 | 441,614 
Calls to develop subcontract opportunities_- Saale 3, 926 3, 203 | 18, 036 
Subcontract opportunities referred_---........--..------ 4, 978 14, 601 46, 406 
Cases of procurement assistance counseling and repre- | 
sentation to procurement agencies in behalf of small 
a I a eee I a rg 23, 583 | 28, 638 1124, 419 
Firms helped to bid on specif ic procurements ; 8, 184 7,041 | 31, 982 
Contacts to develop additional sources of supply for | 
bidders lists on which small business competition was | 
MIE 2. 25 oi aac eke te Sa ciiakh on tienes a eae 10, 676 | 11, 950 | 1 38, 483 
Certificates of competency: | 
RRR PORE FOG. aes oa in kooca Seiseccesecnenss | 244 | 233 | 1, 002 
ee he | $43, 014, 000 $64, 440, 462 $203, 230, 462 
Number of COC’s issued-_--.-------- Epehaeteinenite 103 124 481 
Value__-- $12, 754, 000 $29, 108, 512 | $72, 564, 512 
Plants visited in connection with progress of certified | | 
oie inte nn ehiidcon ete ; 731 | 751 | 4, 591 
Engineering surve ys (los ans, cerrificates, preaw: ard, etc.) 4,421 | 5,191 | 14, 330 
Cases in which production and management assistance, 
including materials and equipment assistance, was | 
Rg cia ote ae ee ea be i aE ee nike an -| 4, 009 | 3, 236 | 33, 613 
Requests for products assistance handled. .___----------| 8, 492 | 25, 165 | am 289 
Inventions listed in products list circular ___- 1, 399 | 1, 301 3 4,022 
Requests received for information and data on inven- | 
eR a ee 3, 357 4, 495 411, 298 





1 Covers period beginning July 1, 1954. 

? This is exclusive of 6,773 cases of other business counseling in which the programs and services of products 
assistance frequently are included. 

3 Covers period beginning Mar. 1, 1955. 

4 Covers period beginning Dec. 1, 1955. 


EXHIBIT B.—Joint set-asides—Comparison of calendar years 1954-58 


(Dollar value in thousands] 





year 1954 year 1955 | year 1956 year 1957 year 1958 





prie 
| 


| | 
Calendar | Calendar | Calendar | Calendar | Calendar 
| 
Initiated by SBA: | 
| 


IN 2it eas cceenuidicontiee wheal 2, 811 4,774 9, 023 13, 260 | 23, 804 

SS ct oe $392,293 | $464, 001 $733,660 | $897,361 | $1, 706, 943 
Agreed to: | | 

a 2, 588 4,612 8, 693 | 12, 866 | 21, 250 

i hicchasttpcovip ova kcadieintwenecawardinaie $290, 841 $406, 858 $650, 139 $777, 631 | $1, 112, 341 
Awarded: | | 

TN citens isi aciptinteinna phase nadia 1, 584 | 3, 837 | 6, 147 | 10, 133 | 18, 014 

ee aa $161, 426 $280, 400 $404, 717 $557, 053 | $770, 652 
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Exnuisit C.—Report of joint set-aside program, calendar year 1958 


{Dollar value in thousands] 


Set-asides Set-asides Set-aside 


initiated agreed to procurement 
awards 


Potal 
Number... ‘ a ; 7 23, 804 21, 250 18, 014 
Amount-... . . $1, 706, 943 $1, 112, 341 $770, 652 


Army: 
Number... se endesnai : ; 9, 487 8, 009 6, 679 


Amount ‘J ie $862, 553 $422, 605 $334, 112 
Navy 

Number... oa ‘ ee s : PA 7, 565 6, 913 6, 043 

Amonnt sda : ‘ : $498, 715 $432, 859 $263, 660 
Air Force 

ees ee 5 cence . coiken Spates = 3, 932 3, 698 2, 830 

Amount oe eared — $272, 189 $205, 174 $127, 145 
General Services Administration 

Number 7 = ie : ‘ . 990 816 802 

Amount sath Aled tpdindo ninth diate tne: iepatee $26, 408 $13, 618 $12, 509 


Veterans’ Administration 
Number ast criisSeterane — - ; —_ 195 189 181 
Amount ee 2? Se ; $6, 090 $5, 767 $5, 237 

Department of Agriculture: 

Number-___._- é ; , - Bt ; 82 282 281 
Amount 5 - oan on a $1, 94 $1, 946 $1, 739 
Department of Commerce 


Number... ie RA Oe ee ee arias hd 1, 069 1, 039 950 

Amount - ae ie : 2 $43, 645 $25. 973 $22, 929 
Department of the Interior: 

Number. et sais ee See snot 182 182 182 


Amount we a icnteteans en $2,195 $2, 195 $2, 300 
Post Offi e Department } 
Number ‘ : oo : sete ee 122 122 | 66 


Amount. .-_._- TS IRE Lippe $2, 204 $2. 204 $1, 471 


ExHIBIt D.—Certificates of competency, Aug. 1, 1953, through Dec. 81, 1958 


Agency Applications | Certificates 
received issued 
Total. 1, 002 $81 


Army... . 401 196 


Corps of Engineers 


Oranance Corps 32 
Quartermaster Corps 40 
lransportation Corps 12 
Signal Corps 97 
All other 2 o 





Navy...- 170 76 


Aviation Supply Office 1 

General Stores Supply Office. 46 2 

ivy Purchasing O1l 37 15 
, 3 


eau of Ships 


6 





All other... 30 is 


Air Force Tt) 169 

iry Medical Supply Agency l 8 
iry Clothing and ; 

All other... ; 3 1 


P) 





General Services Administration 20 12 
Treasury: Bureau of Engraving and Printing-- 3 
Department of the Interior_- 1 j 
Post Office Department ; 2 - 





de 
nent 
is 


8, 014 
0, 652 


6, 679 
4,112 


6, 043 
3, 660 
2, 830 
7, 145 
802 
2, 509 
181 
5, 237 
281 
51, 739 
950 
22, 929 


182 
52, 300 
66 
51, 471 
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ExHIsITt E. EXAMPLES OF SPECIFICATIONS ASSISTANCE 


1. A small manufacturer reported to the SBA that he had been unable to 
obtain Government contracts because a major purchasing office was using a pur- 
chase description which described a proprietary product of a competitor. The 
agency analyzed copies of the bid invitations, purchase descriptions, bid prices, 
and related data, and determined that the complainant had a valid objection. 
The SBA then asked the contracting officers to broaden their purchase descrip- 
tions, but this was refused. The agency next asked the Department of Defense 
to prepare a military specification on the product that would have to be used by 
all military purchasing offices. The Department of Defense accepted the SBA’s 
recommendation. The agency participated in the preparation of the specifica- 
tion by representatives of the Office of Standardization of the Department of 
Defense and the principal manufacturers of the product. In participating, the 
SBA sought the development of a specification that would permit interested 
small firms to qualify for Government purchases of the product. A broadened 
specification, which permitted competitive bidding, was finally issued. 

2. A small firm found that it could not compete with larger corporations for the 
sale of plastic assault boats because the specification provided for a molded hull 
requiring the use of expensive dies and equipment. The SBA was successful in 
having the specification changed to allow the use of alternative methods of 
production. The result—a small firm received a contract for over $1 million. 

3. A small precision machined metals contractor in the Midwest had his 
operating capital tied up in finished items which he could not get the representa- 
tive of the contracting office to accept because of differences in interpretations 
of the specifications requirements. After SBA consulted with the contracting 
office, a more reasonable criteria for accepting was obtained, allowing the small 
firm to ship the manufactured products and release operating capital necessary 
for continued operations. 

4. The owner of a small dairy in the West asked SBA for assistance in getting 
the contracting office of a military installation to purchase milk in an alternate 
type of container readily available to the small company. SBA discussed the 
problem with the contracting office with the result that specifications were 
amended to permit the substitution. 


ExHisir F. EXAMPLES OF PROCUREMENT ASSISTANCE 


1. Due to efforts to obtain small business bidders for items lacking small 
business competition, the SBA Chicago office developed 150 small business bidders 
during the past 6 months. To illustrate the benefit to small business of such 
action, awards on procurements set aside for small business on generator sets 
alone because small business bidders had been obtained amounted to more than 
$97 million during this period. 

2. A small firm developed and produced a product used on submarines. Small 
firms successfully furnished this product until large business firms decided to 
bid on purchases of it. Small business suppliers then complained to the SBA 
field office, the matter was discussed with procurement officials, and it was 
agreed that small business set-asides would be made on future procurements 
to protect this area for small business. 

3. A small California manufacturer of laundry equipment was low bidder 
on a contract for laundry extractors in the amount of $122,000, but was rejected 
because of lack of credit. Upon issuance of a certificate of competency by the 
SBA, the firm is satisfactorily performing the contract and has been awarded 
two additional contracts for laundry extractors by the same procurement office 
amounting to approximately $15,000 and $63,000. 

4. As a result of guidance received from an SBA field office on how to sell its 
product to the Government, a small business firm submitted a bid to the Civil 
Aeronautics Administration for the overhaul and repair of OMNI guidance 
towers and was awarded the contract. 

5. A small Ohio firm was threatened with termination for default on an Air 
Foree contract. Investigation by the SBA revealed that the firm was delinquent 
because it had been unable to obtain drawings and specifications from the con- 
tracting office. When this was brought to the attention of proper procurement 
officials termination action was withheld and the company was able to make 
delivery. 

6. A small metal fabricating plant in Georgia was recently rejected on Army 
and Navy contracts because of negative preaward surveys. The SBA issued cer- 
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tificates of competency in both instances and contracts for electrical equipment 
cabinets, amounting to $118,000 were awarded to the firm. Since production 
and delivery were satisfactory, the contractor received an additional award from 
the Navy in December for the same item, amounting to approximately $200,000 
without the necessity for certificate of competency action. As a result of the 
certificate of competency program, the Government has gained another excellent 
manufacturer of defense material. 

7. A sizable order was received by a small business firm in the Chicago area 
because of action by the SBA in developing subcontract work for the firm. 

8 Upon receipt of a request from another SBA office to find competent small 
business bidders for a complex electronic item, the Philadelphia SBA office 
selected a potential bidder from its facilities register of small business firms 
which had requested procurement assistance. The firm was contacted, apprised 
of the complexities of the item being purchased, and the determination made that 
the firm could manufacture it. The firm bid on the purchase and was awarded 
a contract for more than $185,000. 

9. A small Missouri firm having contracts with the Navy and Air Force needed 
progress payments on the Air Force contract to keep a creditor’s committee from 
taking over its plant. Upon learning of this, the SBA representative at the Air 
Force base arranged for a conference with the financial branch which granted 
the necessary progress payments to the firm. This action saved the firm from 
bankruptcy. 

10. The SBA San Francisco office was informed that there had never been a 
successful small business bidder in its area on sensitized paper for reproduction 
purposes. The SBA office made a study of the industry and then secured the co- 
operation of the Naval Supply Center for joint set-asides on future procurements. 
The purchasing office also was supplied with a list of competent small bidders 
who had promised to bid extremely competitively. This action was so successful 
that there have been additional set-asides on procurements of this item, and Navy 
officials have expressed satisfaction with the deliveries, price, and quality of the 
product received. 

11. As a result of guidance received at the SBA Richmond office, a small firm 
bid on military purchases of elevators and has received awards for approximately 
$116,000 at a time when the firm was in dire need of work. 

12. A Los Angeles firm engaged in research and development and the manufac- 
turing of a prototype of high quality and specially designed photo cameras became 
the low bidder on a U.S. Signal Supply Agency requirement for aircraft cameras. 
The military inspection team had issued a negative facilities capability report 
based on inadequate financial stability. In the opinion of the SBA inspection team 
such a negative report was not justified and a certificate of competency was rec- 
ommended. Upon issuance of the certificate of competency, the contract in the 
amount of $458,957 was awarded to the Los Angeles firm. The firm’s high per- 
formance record under this contract prompted the procurement office to begin 
negotiations to increase the original 96 units to 200. This additional work re- 
sulted in a 25-percent increase of employment by the firm. The camera was of a 
highly complicated design used for tracking satellites and the time of delivery 
was of the utmost importance to the military. 

13. A small California valve manufacturing company was low bidder on two 
contracts amounting to $26,000 and $19,000. Both bids were rejected on the 
grounds that the company was delinquent on previous contracts. When engineers 
from the SBA field office conducted a survey of the plant after receiving a request 
for a certificate of competency, it was found that the firm had inadequate control 
between production, sales, and management. This was brought to the attention 
of the management who agreed to correct it immediately. The firm was found 
capable of performing as to capacity and credit and certificates of competency 
were granted for the two contracts. One contract was completed 60 days ahead 
of schedule, and the other was completed 30 days ahead of schedule. 

14. A small Colorado firm complained to the SBA Denver office that a military 
specification for snowplows was obsolete in terms of modern equipment. This 
information was presented to the procurement office which canceled the procure- 
ment and readvertised using a specification that would permit the most modern 
equipment to be furnished. As a result of this action, the Colorado firm was 
awarded a contract for one of the plows, and the Government received equipment 
of the most modern design and refinement. 

15. A small Ohio steel fabricator requested assistance from the SBA field 
office in selling to the Government. He was provided assistance in analyzing 
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his firm’s capabilities and guided on how and where to bid on Government 
contracts. Assistance was provided the firm in reviewing drawings and specifi- 
cations and in understanding the mechanics of bidding. Because of this encour- 
agement and assistance, the firm received prime contracts during the year 
amounting to more than $600,000. 

16. A small Texas firm requested assistance from the SBA field office in mar- 
keting a new product—a portable airstrip light. After evaluating the product, 
the firm was advised to present it to the military services and told how to do so. 
The product was accepted, a new specification prepared for it, and the military 
has a new piece of equipment developed at no cost to the Government. 

17. A small Ohio firm received a number of small orders amounting to about 
$20,000 because of contracts made at the small business Opportunity meeting in 
Cleveland last April. 

18. A small firm requested assistance from an SBA field office in selling its 
water treatment services to the Government. The firm was advised to undertake 
sales on a local basis and shown the proper installations to contact. As a 
result of this guidance, the firm has obtained 22 new accounts and increased 
its Government business by 88 percent. 





ExHIBIT G. EXAMPLES OF MATERIALS AND EQUIPMENT ASSISTANCE 


1. A small exploration company near the gulf coast obtained a contract to do 
oil well logging overseas. Equipment to be used required the use of helium, 
which the firm could not obtain. Five days before the ship was to sail with the 
firm’s equipment, SBA was contacted for assistance in obtaining 12 cylinders of 
helium. As a result of SBA assistance, the gas was obtained and shipped 
on the scheduled sailing date. 

2. A small firm in the western part of the country sought SBA assistance in 
obtaining a lease with the Air Force on some equipment required in rebuilding 
a forge plant which had been destroyed by fire. Although previous efforts with 
the Air Force to secure the equipment had been unsuccessful, SBA discussed the 
requirement in detail and was able to convince the Department that the need 
was legitimate and that approval of the lease would expedite delivery of essential 
defense materials. The Air Force subsequently approved a lease agreement 
with the firm. 


3. A small firm in the Midwest asked SBA assistance in locating a substitute 
for muriatice acid in crystal or powder form suitable for making water soluble 
cleaning compounds. SBA determined that a granular form of sodium bisulfate 
would do the job at reduced manufacturing costs. 

4. A small company on the Atlantic coast asked SBA for assistance in locating 
a supply of 400-mesh aluminum powder for welding heavy aluminum equipment. 
Since the firm’s regular supplier had committed its entire production to the 
Atomic Energy Commission for the missile program, the small user was faced 
with failure unless a new supplier could be found. SBA was able to find a source 


which could supply the small company with the proper specification and delivery 
requirements for an entire year. 


Exuisirt H. EXAMPLES OF Propucts ASSISTANCE 


1. An inventor patented a novel can opener designed for restaurant and com- 
missary use. The item was listed in the Products List Circular. Because of the 
unique design and apparent sales potential, it was suggested that the individual 
should attempt to capitalize a small manufacturing operation to produce the 
item and market it. General guidance in business procedures convinced him of 
the possibilities of success. He joined with a partner in a development company. 

We suggested that he contact a number of Government agencies who purchase 
these items, not alone for opening canned food products, but for the vacuum 
packaging of military components in metallic containers. Having produced a 
number of preproduction units, the individual arranged for demonstration of 
his product. The openers were favorably received by several utilizing agencies. 


Most recent advice from the individual is that he has been requested to submit 
drawings of the device to the Ordnance Corps for purpose of drafting a purchase 
description and preparation of a request for proposal to produce a quantity of 
the can opener items to be used in ordnance operations. 

2. An east coast owner of a patented invention called at the nearest SBA field 
office for advice and guidance in order that he could obtain income from his idea. 

e device is used in handicraft work and required little knowledge of knitting 
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techniques. Field office specialists reached the conclusion that the device had 
market potential. He was advised of producers of this type of plastic specialty, 
urged to simplify instructions, and advised to secure local acceptance before 
considering national distribution. The device is now being sold through de 
partment stores and yarn shops, and is being promoted through magazine and 
newspaper advertisements. It is expected to be included in the spring catalog 
of a large mail-order house. National distribution is in the planning stage and 
is expected to be realized soon. 

3. A small manufacturer requested SBA assistance in marketing a do-it-your- 
self plating kit for refinishing faucets, golf club shafts, hardware, etc. The 
owner accepted a suggestion to interview the buyer of a local mail-order firm. 
The product was accepted, listed in the catalog, and a reasonable national con- 
sumer acceptance was achieved. Further assistance was given later in both 
distribution problems and packaging to obtain greater consumer acceptance. 
Wide distribution has not yet begun but prospects are excellent. 

4. An individual patented a bracket for step and stair construction which we 
listed in the Products List Circular. The item had good possibilities for ac- 
ceptance in the building trade hardware line. A manufacturing firm in New 
York State had previously expressed interest in securing these types of hardware 
items, hence the inventor was referred to this company. 

Last fall the inventor signed a contract with the manufacturing company 
ealling for a cash payment plus a royalty per unit. Because of favorable 
customer acceptance of the product, the manufacturing firm is now interested 
in branching out to market the item in Latin America. 

5. A small Georgia manufacturer of fabricated aluminum products requested 
assistance from an SBA field office. His market was set but he believed that 
reduced costs and diversification would help his business. SBA specialists, 
after reviewing his existing equipment, suggested other fabricated aluminum 
items which could be produced on present equipment. He was also shown how 
he could produce a current product using polyester resins in place of aluminum. 
He was furnished technical details and arrangements were made for him to 
meet producers of materials. He is now expanding his products’ lines. 

6. A western manufacturer of a masonry tool which was recently illustrated 
and described in the Products List Circular has received four bona fide inquiries 
concerning the manufacture and distribution of his product. It is our under- 
standing that a Middle West manufacturing concern is presently making a work- 
ing model of the tool as a preliminary step to taking on its manufacture and 
distribution. Another company is sending a representative to see the inventor's 
model of the product after indicating an enthusiastic interest in taking over its 
manufacture. 

7. An individual called at an SBA field office, having patented a novel flexible 
intravenous needle developed as a result of personal experience with a con- 
fining illness. The item appeared to have considerable potential if used by private 
and Government operated hospitals. The purpose of his visit was to list the 
patent in the Products List Circular and either sell the item or arrange with a 
manufacturer to produce the item on a license basis. Discussion led to the 
possibility of exploiting the invention, arranging for the manufacture of quanti- 
ties, either on his premises or by contacting a small laboratory. Shortly after 
the session he returned, requesting assistance to locate equipment to produce these | 
flexible intravenous needles. Cost of equipment was found to be out of the 
financial limits of the individual. Finally, contact was established with a 
smaller laboratory possessing the necessary equipment to produce the item in 
lots of 10,000 each at a nominal cost. The individual is now marketing the 
item and has arranged for west coast distributorship as well. SBA also referred 
the party to the responsible purchasing authority of Veterans’ Administration 
and the Military Medical Supply Agency who have expressed interest in these 
items. 

8. An Alabama inventor applied to SBA for assistance in marketing five 
patented items. These were listed in SBA’s Products List Circular. The in- 
ventor advised that inquiries are coming in very quickly. 





Exuisir I. EXAMPLES OF PRODUCTION ASSISTANCE 


1. During an inspection of a small new oak-flooring manufacturer, SBA 
specialists noticed that wood coming off the inspection conveyor was being placed 
in conventional stationary grading racks. The specialists suggested that the 
stationary grading racks be replaced by wheeled rack sections which could easily 
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be moved when full. The suggestion was adopted, with a resulting reduction 
in handling costs and an improvement in work flow. 

2. Production specialists of the agency assisted a manufacturer of occasional 
tables. The company had a good sales record, but inventories of slower moving 
items piled up. Assistance to this company resulted in curtailing the manu- 
facture of slow-moving items and decreasing the inventory by storage of un- 
finished furniture until needed to meet customer requirements. SBA special- 
ists also analyzed production flow and discovered a method of arranging a min- 
imum production run of 4 hours, rather than 16 hours, for any one item. This 
change of production scheduling helped decrease the inventory. 

3. A small manufacturer received through a certificate of competency a 
eontract for floor lamps with shades having a brass-strip edging. His original 
method of appling the strip required vertical cutting to permit handling, then 
crimping to the shade, thus involving two separate handlings. A simple die, 
suggested by an SBA production specialist, reduced this work to a single opera- 
tion and thereby reduced production time and handling time by half. Prior 
to the suggested change, it appeared that the manufacturer would fail to meet 
delivery schedules. Operational time saved by the agency’s suggested change 
returned the contract to schedule. 

4. A New York manufacturer was not meeting delivery schedules on Govern- 
ment contracts. SBA production specialists checked the contractor’s plant and 
operations with a view to helping him overcome his difficulties. They found 
that the plant was cluttered, one reason being that various parts needed in pro- 
duction were stored in several places instead of being readily available to 
the assembly line. The agency specialists suggested that all the inventory be 
kept in one place, near the assembly line, and that consideration be given to 
reinstatement of an inventory control system which had fallen into disuse. 
These suggestions were accepted by the contractor, and subsequent progress 
checks showed that production had improved. 

5. A northwestern inventor was considering making the body of a new tool 
from forgings. He discussed this with an SBA field engineer, who suggested a 
design based on the use of steel stampings. This resulted in a reduced tooling 
and production cost. 

6. A small manufacturer asked the agency’s advice on ways to mass produce, 
at a reduced cost, a wire clip for attaching wire fencing to steel posts. An 
SBA field engineer suggested several possibilities. As a result a die arrange- 
ment for attachment to a punch press was worked out. It included a wire 
straightener, feed attachment, a shear and a forming die, and proved very 
efficient. 

7. A group of midwestern businessmen visited their local SBA field office 
for basic information pertaining to organizing and operating a soybean oil ex- 
traction plant to utilize the extensive local crop. SBA developed and provided 
complete information on plant equipment, capital requirements, operating costs, 
and optimum inventory. Plans are now being formulated to erect such a plant, 
and several new jobs should be created. 

8. A midwestern firm requested SBA assistance in determining a suitable 
bonding agent for cementing aluminum foil to a ceramic. The SBA asked assist- 
ance from the dean of a State university. The school immediately replied re- 
questing certain specific information which resulted in a personal interview 
with a company representative. After some research, the school of ceramic 
engineering found a suitable material. 

9. A midwestern manufacturer of wooden products for paper winding spools 
planned a product of plywood. SBA assistance was requested in connection 
with anticipated problems. It was recommended that special jig be used with 
a fly cutting form tool in a vertical lathe, rather than the usual production 
lathe. The suggestion was found workable and is now being used in regular 
production. 


ExHIsIt J. EXAMPLES OF ASSISTANCE TO LABOR SURPLUS AREAS 


1. An industrial potential survey in a Central States area developed that sev- 
eral of the smaller potteries made decorative flower pots which were sold to the 
trade complete with wire floor stands. Inquiry developed that the stands, all 
quite similar, were purchased from a large concern in a distant city. Here the 
need was pointed out for a local plant, with simple wire bending equipment, to 
use local help to meet the demands for the local potteries. 
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2. A blacksmith shop in a Wyoming city specialized in applying new steel 
tires on sheepherders’ wagon wheels. Only three blacksmiths were employed, 
though there were eight forges. There was evidence of some architectural iron 
work being done in the plant. Questioning developed that this work paid better 
than the wagon maintenance work. Unemployed blacksmiths were available. 
This provided an opportunity for expansion of a competent existing business. 

3. In Missouri the industrial director of the State resources board and the in- 
dustrial engineering department of the State university cooperated with SBA 
engineers to survey a typical group of small plants scattered over the St. 
Joseph-North Kansas City area. The problems of the concerns, involving new 
product possibilities, markets and distribution, sales, production, accounting, 
working capital, and overall management were studied. A State program is 
being evolved to make locally available to small business concerns assistance on 
these problems. The State university will help. The possibility of a senior 
specialist board, consisting of retired people experienced in these fields, is under 
consideration. SBA will continue to render assistance in specific cases for a 
fully effective program. 


Exurpit K. EXAMPLES OF RURAL AREA DEVELOPMENT ASSISTANCE 


1. A deferred participation loan of $166,666 was made to a development 
corporation with a local bank participating for 10 percent. The loan was made 
to construct and equip a poultry processing plant. The stock of the corpora- 
tion is owned by some 150 local businesses and citizens, subscriptions totaling 
$91,000. Under its charter the corporation’s primary function is “Contributing 
to the economic well-being of the community by providing for the development 
and expansion of business concerns in the area.” The plant was leased for 10 
years with option to purchase by an old and successful poultry processor (or- 
ganized in 1920) at a rental covering loan authorization, taxes, insurance, 
maintenance costs, ete. The loan resulted in 125 additional jobs, mostly women, 
from a possible 750 available for work in the area, 

2. In the Midwest, as a result of a study made by a local committee with the 
cooperation of the Department of Agriculture and the SBA, a local company 
converting pulpwood to shredded fiber for sale to paper mills has now entered a 
profitable new field—production of hardboard. Private sources provided finane- 
ing for a plant to make the new product. A local bank and the SBA joined in 
a loan of $400,000 to provide machinery, equipment, and working capital. More 
than 100 rural residents have found employment in the new enterprise. 

3. An immediate participation loan of $75,000 was made to a county com- 
mittee with the local bank participating for 10 percent. The loan was made to 
construct a building for use by a manufacturer of men’s and women’s apparel. 
The stock of the county corporation is owned by 200 individual local stock- 
holders. Result—possibly 90 additional jobs. 

4. An immediate participation loan of $60,000 was made to a local develop- 
ment group in the Southwest with the local bank participating for 10 percent. 
The loan was made to purchase land and construct a building to house a skirt 
manufacturer. The stock of the development corporation is owned by local busi- 
nesses and citizens. Result—employment of from 50 to 75 additional persons. 

5. A rural area industrial potential survey in a Western State included a feed 
mill and pelletizing plant employing eight men. Developments indicated there 

yas additional available business for the mill, consisting of custom feeds for 
feed lot operators in the area, which would support a 20-man plant. An SBA 
loan permitted expansion of the plant, now operating with an increased payroll 
for the 12 additional employees. 
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ExuHisiT L. AGREEMENT BETWEEN THE DEPARTMENT OF AGRICULTURE (HEREIN- 
AFTER CALLED THE DEPARTMENT) AND THE SMALL BUSINESS ADMINISTRATION 
FOR THE DEVELOPMENT OF A UNIFIED PROGRAM OF ASSISTANCE FOR SMALL BUSI- 
NESS CONCERNS IN THE SALE OF TIMBER AND RELATED FOREST PRODUCTS FROM 
NATIONAL FORESTS AND OTHER FEDERAL LANDS 


1. The Department of Agriculture (USDA), hereinafter referred to as the 
Department, and the Small Business Administration, hereinafter referred to 
as SBA, agree, insofar as the sale of timber and other forest products are con- 
cerned, to utilize the authority of section 15 of the Small Business Act as a 
means of accomplishing the declared policy of the Congress that a fair proportian 
of the total sales of such Government property be made to small business enter- 
prises, as defined by SBA. The Department and SBA agree that in certain 
instances it will be in the interest of assuring the accomplishment of this 
objective to set aside appropriate sales for small business competition only, when 
consistent with the program requirements of the Department and the purposes 
of the act. 

2. The Department, in developing sales programs suitable for bidding by small 
firms agrees to consider, and will endeavor to develop timber and other forest 
products sales opportunities consistent with the recommendations, requests, 
requirements, and other information presented by SBA. The Department will 
consult with SBA concerning financial and other performance qualifications to be 
included in requirements for the award of contracts involving timber set-asides 
for small firms. » 

3. The Department will afford the SBA an opportunity to review its proposed 
program of timber and other forest product offerings involving sales which 
have an estimated value of $2,000 or more. It is agreed that the SBA will 
consider the forest management and other pertinent factors involved in such 
programs and will review such matters with the contracting officer before request- 
ing a set-aside. Following consideration and review of the said factors, the 
SBA may request in writing that the contracting officer make certain set-asides 
for small business enterprises under authority of section 15 of the Small Business 
Act. 

4. The contracting officers of the Department will agree to and will make set- 
asides when recommended by SBA unless they determine that such action is 
inconsistent with program requirements of the Department, in which case 
the Department will submit its reasons for refusal to SBA in writing. 

5. If a set-aside has been agreed to and subsequent events indicate that such 
action would not be in the best interest of the Government, the contracting officer 
will request the SBA representative to concur in a withdrawal of the joint de- 
termination; if the SBA representative concurs the set-aside will be canceled; 
if the SBA representative does not concur, he will be given an opportunity to 
express his opinion, but the final decision for all sales action will remain with 
the contracting officer. 

6. A small business enterprise, as defined by SBA, which might otherwise 
have been awarded a contract, will not be disqualified on the grounds of lack 
of capacity to perform or of inadeuqate financial qualifications without affording 
SBA an opportunity to process a certificate of competency. In such cases, the 
Department concerned will give SBA all pertinent available information in 
regard to the company and the sale in question, including the price offered by 
the three highest bidders. SBA will take prompt action on the case and submit 
a decision to the Department as soon as possible. The Department will with- 
hold further action for 15 working days if SBA requires that much time to render 
a decision. 

7. Details of operational procedures designed to carry out the overall agree- 
ment between the Department and SBA will be developed jointly by designated 
representatives of each agency. 

(Signed) E. L. PETerson, 
Acting Secretary, Department of Agriculture. 

DECEMBER 2, 1958. 

(Signed) WeENDELL B. BARNES, 


Administrator, Small Business Administration. 
DECEMBER 2, 1958. 
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Calendar 
year 1957 


Procurements set-aside for small business 
Value_. : i 
Prime contract referrals_ - E | 


12, 866 | 


38, 595 | 


Subcontract opportunities referred : 4, 978 | 
Cases of procurement assistance counseling 
and representation to procurement agen- 
cies in behalf of small firms_- sat | 23, 583 | 
Firms helped to bid on specific procure- 
ments..---- satetmapinas = 8, 184 
Contacts to develop additional sources of | 
supply for bidders lists on which small | 
business competition was needed_ 10, 676 | 
Procurement assistance - : 
Calls to develop subcontract opportunities. 3, 926 | 
Certificates of competency: | 
Applications received _ - .- 244 
Value. ‘ $43, 014, 000 
Number of COC’s issued 103 
Value__ . $12, 754, 000 
Plants visited in connection with prog- | | 
ress of certified contracts : 731 
Engineering surveys (loans, certificates, 
preaward, etc.)_.. 4, 421 
Cases in which production assistance, in- 
cluding materials and equipment assist- 
ance, was given. 4, 009 
Requests for products assistance handled __- 8, 492 
Inventions listed in products list cireular- 1, 399 
Requests received for information and data 
on inventions listed in the circular 


3, 357 | 


Calendar 


y 


ear 1958 


ta ee ac a ait 


21, 250 
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Exuisit A.—Procurement and technical assistance accomplishments 


| January to 


March 1959 





4, 956 | 











ADDENDUM TO PROGRAMS OF PROCUREMENT AND TECHNIOAL ASSISTANCE TO SMALL 
BUSINESS 






l 
| Aug. 1, 1953 to 
| Mar. 25, 1959 





ane 


1 55, 48] 


$1, 112, 340, 525 | $301, 882, 726 | ' $3, 649, 922, 465 


$64, 440, 46: 


$ 


32, 061 | 
14, 601 | 


28, 638 | 


7, O41 | 


11, 950 


3, 203 


29, 108, £ 


236 
165 
301 


4, 495 


(?) 
(?) 


(?) 


2) 


(?) 


2 
(2) 
21, 275 


1, 029 


g1 
$19, 521, 849 
33 


$7, 031, 525 


a 


(3) 
1, 654 


255 


1, 203 


704, 179 
19, 065 


1, 083 
752, 312 
514 

Y, 596, 037 


4 4, 591 
4 14, 330 


4 33, 613 
28, 943 
64 977 


aii 


7 12, 501 








1 Includes 170 set-asides amounting to $12,603,149 made on research and development contracts from July 


1, 1958, through Mar. 25, 1959. 


2 Effective Jan. 1, 1959, these statistics were consolidated under ‘‘ Procurement assistance.’’ 
3 See exhibit A-1 for statistics under new designations effective Jan. 1, 1959. 


4 Covers period through Dec. 25, 1958. 


$ This is exclusive of 6,773 cases of other business guidance in which the programs and services of products 


assistance frequently are included. 
¢ Covers period beginning Mar. 1, 1955. 
7 Covers period beginning Dec. 1, 1955. 











SMALL 





,» 1953 to 
25, 1959 





1 55, 481 
9, 922, 465 


704, 179 
19, 065 


1, 083 

22, 752, 312 
514 

79, 596, 037 
* 4, 501 

4 14, 330 

4 33, 613 
28, 943 


$4,277 


7 12, 501 


from July 


yf products 
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Exuisit A-1.—Procurement and technical assistance accomplishments, January 


to March 1959 


Contract for purchases and supplies screened for initiation of set- 
aside procedures 
Ts aaa ae 
Procurements set-aside for small business, and value. (See 
exhibit A.) 
Procurement assistance. (See exhibit A.) 
Contacts to develop subcontracting opportunities. (See exhibit 
A.) 
Inquiries and applications received regarding problems and 
questions on small business size standards 
Certificates of competency : 
Plant surveys (made prior to issuance or denial of COC) __ 
Awards made without formal COC action due to SBA par- 
aie eneis Semi + I ee 
Applications received; value. (See exhibit A.) 
Number of COC’s issued; value. (See exhibit A.) 
Visits made to plants in connection with followup and prog- 
ress reports on certified contracts._._................... 
Firms contacted in order to expand and keep current the inven- 
tory of productive facilities of small business concerns___-_~- 
Total number of companies listed in facilities inventory______~_ 
Cases in which guidance was given on production, engineering, 
and manufacturing problems, including materials and equip- 
ment, pooling, specifications, plant layout, ete_______--____~ 
Production and industrial surveys, including SBA area assis- 
eee hice ms la SAS se cb a cna ail icone ap 
Cases reviewed for listing new products and processes in the 
NE a de a cigor cameramen ever saninien 
Inventions listed in the products list circular. (See exhibit A.) 
Cases of assistance rendered in connection with products ex- 
pansion and diversification and specific products listed in the 
Sn iri da ee 
Cases of assistance rendered in the property sales and disposal 
program, including surveys of surplus property, mineral 
nn 7 6 ed ee eden oes oan 
Appraisals made on collateral for new loans, liquidations, 


ing delinquent loans, progress reports for disbursement of 
ee ae ae elas 
Cases of technical consultation rendered in connection with the 
financial assistance program_____________ 
Cases of research and development assistance 


15, 053 


$2, 576, 550, 599 


Exursit B.—Joint set-asides, comparison of calendar years 1954-58 and 


to March 1959 


[Dollar value in thousands] 





Calendar Calendar Calendar|Calendar| Calendar 
year year year year year 
1954 1955 1956 1957 1958 
Initiated by SBA: 
Number-_-_--._- ed aerated 2, 811 4,77 9, 023 13, 260 23, 804 | 
Amount... <..... es ‘i $392, 293 | $464,001 | $733,660 | $897,361 | $1, 706,943 | 
Agreed to: | | 
OR oi ccceabesn~ oe 2, 588 4,612 8. 693 12, 866 21, 250 | 


PI se ccc 
Awarded: 


RO ES 3 do e l 1, 584 | 3, 837 | 6, 147 10, 133 | 
Amount..--- oii ebaden oe $161,426 | $280,400 | $404,717 | $557,053 


~_------------| $290,841 | $406,858 | $650,139 | $777,631 | $1,112, 341 | 


18, 014 | 
$770, 652 | 


1, 779 
305 


20 


396 


2, 045 
42, 186 


505 
102 
461 


January 


| January— 
March 
1959 


5, 432 


$442, 010 


4, 956 
$301, 883 
} 

4, 516 
$218, 662 
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ExHisit C.—Report of joint set-aside program, 
to March 


[Dollar value in thousands] 





calendar year 1959, January 








Set-asides Set-asides | Set-aside 
Total initiated agreed to | procurement 
| awards 
as ae a ae po penne | ae 
Ce ia NI a ae ee | 5, 432 4, 956 4, 516 
a acct et slat hc cis cutest ncicasead kee auasiooiiaes oe $442, 010 $301, 883 $218, 662 
Army: 
Number....-- fe deh dei coaiedmeainmemaeee eee 2,179 | 1, 898 1, 598 
i ea a a a hae $190, 369 | $79, 310 | $89, 511 
Navy: 
Number. -.--- Fe A Se | 1, 697 1, 583 | 1, 548 
a Oe cian een siedha diaioaeies $145, 176 | $131, 095 $85, 849 
Air Force: 
ne eg 952 | 902 | 875 
tiie 5 Sica Gann ac Ek eG cp cues $70, 608 | $58, 914 | $35, 811 
GSA: | | | 
Number.......- : phair et gealidagts nbs ala eaabeaas eteolcala cate Jae 213 | 184 | 149 
a anal Sa a poeiceoewl $27, 204 | $23, 912 | $2, 645 
: | 
all 34 | 34 | 34 
EE Tyg AE IRE : : ae Sa ee ae $1,056 | $1, 056 | $838 
Agriculture: 
IIS 1. c ns dtense ed kedbea oe aseniamdoeninhonin Kitesiee | 38 38 | 36 
a eee, | $201 $201 $263 
Commerce: | 
a  wanin kipae nano 47 | 45 | 1 
> ast ES RA e225 CO ea any EE eee ee $567 | $566 | $2, 025 
AA: | | 
Number. .---- fat al ae aha at a eae 204 204 71 
Amount... ee eae Sesser ee eee $5, 881 $5, 881 | $1, 285 
Interior: | 
I ea 52 2 | 52 | 46 
ca Se ie ae aaa $472 $472 | $352 
Post Office: | 
RS A RSS ee CI ae SN ee ; 16 | 16 Il 
aa 4 | $476 | $476 $83 





Exutisit D.—Certificates of competency, Aug. 1, 1953, through Mar. 2: 














>, 1959 





Agency Applications | Certificates 
received issued 

Rost sr absakt dative adeinswddaedes cee ‘ 1, 083 514 

I eaten ciate mou wumbinitican ice oireineenen ve , 436 = 211 

a NG ee 8 ds cme cack. k 27 10 

Ozdnance Corps- ‘ e 8] 34 

Quartermaster Corps : ¥ oie eer ere 131 2 

Transportation Corps... -- Scie shoe mie ate he ; 15 2 
Signal Cerps_-.-.-.-- : F AE SR Ro 166 106 | 

All other. ...-- a cla ina cca rt al iain ati aan al E 16 7 

Navy.... SPR) | ee. eS Se zs. 186 oa 80 

Aviation Supply Office somcnacidienetios Sua kedaeateemass 12 | 6 

General Stores Supply Office. ._...-- ‘ Skea . 54 25 

Navy Purchasing Office. ‘ 40 15 
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Treasury: Bureau of Engraving and P rinting_ ae ae sd sale 3 | 3 

Department of the Interior._........-_....._._____._..__.- 2 Jaa Le Rae 

Post Office Department 4 | 2 
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NorteE.—It is estimated that the contract awards to small firms under the certificate of competency pro 


cedure resulted in a saving to the Government of approximately 7.12 percent. 
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EXHIBIT M. MEMORANDUM OF UNDERSTANDING BETWEEN THE U.S. DEPARTMENT 
OF THE INTERIOR AND THE SMALL BUSINESS ADMINISTRATION WITH RESPECT 
TO SALES TO SMALL CONCERNS OF TIMBER AND RELATED FOREST PRODUCTS ON 
FEDERAL LANDS UNDER THE JURISDICTION OF THE BUREAU OF LAND MANAGEMENT 


1. The U.S. Department of the Interior (USDI) and the Small Business 
Administration (SBA) shall utilize the authority of section 15 of the Small 
Business Act (15 U.S.C. 631, et seq.) as a means of accomplishing the declared 
policy of the Congress that a fair proportion of the total sales of Government 
property is made to small business enterprises as defined by SBA. USDI and 
SBA agree that in certain instances it may be in the interest of assuring the 
accomplishment of this objective to set aside appropriate sales of timber and 
related forest products on lands under the jurisdiction of the Bureau of Land 
Management (BLM) for small business competition only, when consistent with 
the program requirements of the BLM and the purposes of the act. 

2. SBA shall be afforded a reasonable opportunity to review, prior to publica- 
tion, BLM annual timber sale plans which shall indicate the location of the 
tracts involved and the estimated volume of timber to be offered by BLM on 
each tract. SBA may request of BLM contracting officers, in writing, set-asides 
under authority of section 15 of the Small Business Act. When such such set- 
asides are agreed to the BLM will consult with SBA concerning financial and 
other performance qualifications to be included in conditions of sale. 

3. The contracting officer shall provide for set-asides in those requested in- 
stances unless he determines that such action is inconsistent with the program 
requirements of the BLM, or contrary to the interests of sound sales policies, in 
which case BLM will submit its reasons for refusal to SBA in writing. 

4. The foregoing request by SBA and the action of the contracting officer, as 
contemplated by paragraphs 2 and 3 of this agreement, shall be made when SBA 
and the contracting officer determine such action is in the interest of assuring 
that a fair proportion of the total sales of Government property be made to 
small-business concerns. 

5. The contracting officer shall request the SBA to concur in a withdrawal of 
a set-aside if, after it has been agreed to, subsequent events indicate that such 
action would not be in the best interests of the Government. If the SBA repre- 
sentative concurs, the set-aside will be canceled; if the SBA representative does 
not concur, he will be given an opportunity to express his opinion, but the final 
decision for all sales action will remain with the contracting agency. 

6. The contracting officer shall not declare a small business enterprise, as 
defined by SBA, which might otherwise have been awarded a contract, to be 
disqualified on the grounds of lack of capacity to perform or of inadequate fi- 
nancial qualifications, without affording SBA an opportunity to process a cer- 
tificate of competency. In such cases, BLM shall give SBA all pertinent avail- 
able information in regard to the company and the sale in question, including 
the price offered by the three highest bidders. SBA shall take prompt action on 
the case and submit a decision to BLM as soon as possible. BLM shall withhold 
final action for 15 working days if SBA requires that much time to render a 
decision. 

7. BLM and SBA shall develop jointly details of operational procedures de- 
signed to carry out this memorandum of understanding. 

8. If SBA and BLM fail to agree on any matter relating to a set-aside under 
this memorandum of understanding, the Administrator of SBA may, within 20 
working days from the date of disagreement, submit the question for deter- 
mination to the Secretary of the Interior before final action is taken by the 
BLM. 

(Signed) WerENpDELL B. BARNES, 
Administrator, Small Business Administration. 
Marcu 10, 1959. 

(Signed) Etmer F. BENNETT, 


Acting Secretary of the Interior. 
Marcu 10, 1959. 
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(The following was ordered inserted in the appendix to the record. 
Reference will be found on page 115:) 


THE SMALL BUSINESS INVESTMENT ACT OF 1958 
Andrew P. Murphy, Jr.* and Charles H. Netter** 


I. INTRODUCTION 


The Small Business Investment Act of 1958,1 enacted by the 85th Congress, 
established an entirely new type of investment company licensed by the Small 
Business Administration (SBA) and regulated by that agency. In brief, the new 
Act authorizes SBA to license privately owned investment companies whose sole 
purpose is to invest money in companies qualifying as small business concerns 
under the definitions issued by that agency? for the purpose of making equity 
capital investments and long-term loans. 

Under the provisions of the Act,* investment companies may be formed by 
private persons who subscribe a minimum of $300,000 paid-in capital and surplus 
in cash. The SBA is authorized in its discretion to assist the organizers in 
obtaining the $300,000 minimum paid-in capital and surplus by purchasing up 
to $150,000 in subordinated debentures. Further, SBA is authorized to make 
loans to these small business investment companies up to a maximum of 
50% of the paid-in capital and surplus which may include the capital invest- 
ment by SBA through its purchase of subordinated debentures. Without prior 
SBA approval, a small business investment company (SBIC) may borrow up 
to four times its basic paid-in capital and surplus. Thus a company with a mini- 
mum capitalization of $300,000 may borrow an additional $1.2 million, including 
the amount which may be borrowed from SBA. Upon approval by SBA, this four 
to one ratio may be increased. 


In forming an SBIC the original investors must obtain a charter of in- 
corporation in the state within which they intend to operate. There is authority 
in the Act, however, for SBA to issue a charter directly should the SBIC be 
unable to operate within the state in accordance with the provisions of the Act. 

Investment companies can provide funds to small businesses by two 
methods—either the purchase of convertible debentures of a small business 
concern with conversion rates set at the time of issuance, or by direct term loans 
at set interest rates for periods up to 20 years with extensions of time possible. 

Certain tax benefits originally incorporated in the bill setting up the small 
business investment company, but later included in the Technical Amendments 


Act of 19584 are available for investors and SBICs as well as the SBICs them- 
selves. 


A. Types of Investors Attracted 
(1) Banks 


A review of the proposals submitted thus far to SBA for the purpose ot 
obtaining an SBI license reveals that several different types of investors have 
been attracted to this new program. First of all, banks have been very interested 
in the opportunities offered by this new program. Shares of stock in small 





* Member of the District of Columbia and Massachusetts Bars 
** Membcr of the Florida and Louisiana Bars 
PL. 85-699. 
*Sec. 103, Small Business Investment Regs. 23 FR 9383, Dec. 4, 1958. 
* Supra 
* PLL. 85-866. 
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business investment companies may be purchased by national banks, other mem- 
ber banks of the Federal Reserve System and non-member insured banks in 
amounts up to 1% of the paid-in capital and surplus. SBA estimates that not 
more than 2% of the banks in this country could operate as a wholely owned 
subsidiary of an SBIC, thus, most banking proposals often involve an investment 
with another group of investors frequently in the “same family,” that is, a series 
of corresponding banks, or in combination with individual private investors. 


The main attraction for banks to this new program is that they now have an 
opportunity to undertake equity capital investment in business ventures from 
which they have been foreclosed for a number of years. This offers them not only 
investment opportunities for profit as these investment companies become suc- 
cessful, but perhaps more important for their own point of view, they will 
enable banks to accommodate their regular customers through the additional 
financial services offered by the SBICs. 

(2) Pro Bono Publico 

The SBI Act also affords an opportunity for groups of public-spirited 
individuals to form SBICs in order to provide a pool of local capital available 
for local small business concerns. This has particular appeal to smaller cities, 
towns, and rural areas where the main incentive is not primarily investor-profit 
from the SBIC investment, but for the opportunity to create and maintain a 
pool of equity capital for small business concerns in such an area. 


Frequently, this has already taken the form of local development companies 
formed for this express purpose. Under the authority of the Act, local and state 
development companies may qualify and convert to small business investment 
companies. 

(3) High Tax Bracket Investors 

A third type of investor attracted by the new program is the investor in 
a high tax bracket. There are certain tax features contained in the Technical 
Amendments Act of 19585 which apply to small business investment companies 
and which are treated more fully below. Briefly, there are three tax advantages 
which relate to: 


(1) Dividends received from common stock by an SBIC. 

(2) Loss on stock acquired by converting the convertible debentures into 
common stock. 

(3) Ordinary loss deduction rather than a capital loss deduction should 
such stock prove worthless or should a loss be incurred upon its sale. 


To investors in high tax brackets, these tax advantages have significant 
meaning. Even though small business investment companies at present are 
subject to the personal holding company tax provisions of the Internal Revenue 
Code® as explained below, many high tax bracket investors have become 
interested in associating themselves in the formation of small business invest- 
ment companies. 


(4) Industry or Trade Association 


A fourth significant group of investors have appeared from specific industries 
through a large company forming a small business investment company for its 


* Ibid., Sec. 57. 
*I.R.S. Ruling 59-69. 


>m- 
in 

not 
1ed 
ent 
ries 
ors. 
-an 

om 
nly 
suc- 
will 
onal 


‘ited 
able 
ities, 
rofit 
in a 


anies 
state 
ment 


or in 
nical 
anies 
tages 


into 


10uld 
, sale. 
ficant 
it are 
venue 
ePcome 
invest- 


ustries 
for its 


SMALL BUSINESS AMENDMENTS OF 1959 569 


dealers, suppliers or sub-contractors, or through a trade association forming 
one for a particular industry. This type of investor is more concerned with 


the industry interest aspects of the program rather than the investment oppor- 
tunities alone. 


II. PROVISIONS OF THE ACT 
A. Background 


In its report on the bill authorizing the establishment of a small business 
investment company program within SBA, the Senate Banking and Currency 
Committee 7 includes an interesting review of the background and precedents 
for this new financial institution. 

According to the Committee Report one of the first official studies con- 
cerning the problems of financing small businesses was made in 1935 by the 
U. S. Department of Commerce.§ This study surveyed over 6,000 manufac- 
turers in all parts of the country which employed between 21 and 250 employees. 
One of the most interesting findings of the study was that 47.2% of all manu- 
facturers who replied to the survey reported that they could not obtain long- 
term funds from any source whatscever. The Department estimated that 
almost 24 of these companies could be considered sound credit risks. 

Other studies included a special Senate Committee Report in 1943,° and 
one from the Committee on Economic Development in 1947.!° 


In 1949, the Congress authorized the Joint Committee on the Economic 
Report to make a study of the volume and stability of private investment and 
the role of the Federal Government of promoting investment capital. A special 
Sub-Committee on Investment of the Joint Committee was formed and published 
its report in March 1950.1! The sub-committee concluded that small businesses 
could not obtain adequate financing on reasonable terms, and recommended 
that one of the important questions facing the American people today “is to 
determine what steps can and should be taken to preserve an open door for 


investment in little and local business in terms of ownership as well as terms 
of debt.” 


That same year a bill entitled the “Small Business Act of 1950” 12 was 
introduced in the Senate and would have provided for the establishment of 
private national investment companies to provide long-term debt and equity 
capital to small business concerns. The original capital for such investment 
companies wouid have been supplied by the Federal Reserve Banks. This 
program was supported by the Federal Reserve Board of Governors and the 
Administration but was not passed by the Congress. 

In 1957 hearings were held by the Senate Banking and Currency Com- 


"S. Rept. 1652, 85th Cong., 2d Sess. (1958) 


* Bureau of the Census, “Survey of Reports of Credit and Capital Difficulties by Small 
Manufacturers”, 1935. 


*“Small Business Access to Capital”, Sen. Spec. Com. on Small Business, Sen. Com. 
Print No. 14, 78th Cong., Ist Sess., (1943). 


*°“Mecting the Special Problems of Small Business”, Committee on Economic Develop- 
ment, June, 1947. 


** Joint Committee on Economic Report, “Volume and Stability of Private Investment”, 
S. Doc. 149, 81st Cong., 2d Sess. 


**S. 3625, 81st Cong., 2d Sess. 
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mittee on pending bills to provide long-term equity capital for Small Business.1* 
No action was taken by the Committee, however, pending a full study of the 
needs of Small Business by the Federal Reserve Board. Two parts of a three 
part study were concluded by early 195814 and the Senate Banking and Cur- 
rency Committee hearings on the current needs of small business were con- 
tinued 

According to the Committee Report upon the conclusion of these hear- 
ings, there was a firm concensus of opinion that a serious credit gap did 
exist and that small and medium sized business particularly were not abie 
to meet their urgent needs for equity credit and long-term capital. During these 
hearings, Mr. McChesney Martin, Chairman of the Federal Reserve Board 
testified 15 in its behalf and informed the Committee that the Board had under- 
taken a study of small business financing. He stated that enough information 
had been gathered to suggest that there is room “for a Government program 
to foster the flow of private investment funds to small business.” He stated 
that the most efficient program of governmental aid for small business” will 
be one that make maximum use of market incentives and standards in attract- 
ing private venture capital to the small business area. The market place is the 
most efficient allocator of economic resources.” 

In reference to the Committee Bill which essentially became the Small 
Business Investment Act of 1958,1° Mr. Martin said that he was “personally in 
accord with the proposal and thought it was a very good job.” He said that 
the general findings of a Federal Reserve study of small business financing 
confirmed the impression that there is a gap in the existing structure of financing 
institutions which lies in the long-term debt and equity capital areas. 

The greatest need, the Federal Reserve study states, is for an institution 
to which smal] businss can bring its case for capital. There is no opportunity 
for small business to outline its plans for growth, indicate the type of capital 
it requires, or secure advice on and consideration of its plans. The report 
went on to say that a review of financing facilities available to small business 
leads to the conclusions that they are inadequate. 


B. The Senate Bill of 1958 


At the conclusion of the hearings in 1958, the Committee reported out a 
bill!7 which essentially became the Small Business Investment Act of 1958. 
With a few changes noted below resulting from the debate in the Senate and 
House, it passed both Houses of Congress. 

In reporting the Bill out, the Senate Banking and Currency Committee 
underlined the purposes of the new program.!® It noted that the Bill has the 
primary purpose of making equity capital and long-term credit more readily 
available for small business concerns. In order to accomplish this, the Com- 
mittee proposed to creat new private financing institutions with Federal 
assistance to be known as small business investment companies, licensed by the 
Small Business Administration and eligible for long-term SBA loans. 





** Hearings, Senate Banking and Currency Committee, 1957, Committee Print. 
**“Financing Small Business,” Report to the Committees on Banking and Currency and 

the Select Committees on Small Business, Federal Reserve System, Parts I and II, April 1958. 
** Supra note 13, p. 49 

2* Ibid, p. 58. 

27S. 3651, 85th Cong., 2d Sess. 

**Supra note 7. 
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The Committee emphasized that the new program would not establish 
any direct contact between the Federal Government and small business con- 
cerns would obtain assistance from the small business investment companies 
established under this program and not from either the Federal Government 
or its agency the Small Business Administration. 

In setting forth its program, the Senate Committee stated that it conceived 
the program as carrying out or based upon the following principals: 


(1) To supplement, rather than supplant, existing private facilities. 

(2) To operate under a simple and flexible organizational structure. 

(3) To operate and be accounted for in complete separation from other 
Federal small-business programs. 

(4) To utilize to the maximum possible extent the facilities of State and 
local development credit corporations, and 


(5) To concentrate upon mecting the equity and long-term credit needs 
of small-business concerns. 


C. Establishment of the Small Business Investment Division 


The Act as passed provides for the establishment of a new division within 
the Small Business Administration which has been designated the Small Busi- 
ness Investment Division. The head of this Division has been given the rank 
and title of Deputy Administrator. The Small Investment Division has the 
authority to: (a) charter, examine and regulate small business investment 
companies; (b) lend funds to such companies; and (c) lend funds to state 
and local development companies. 

In its Committee Report the Senate Banking Committee empasized that 
the Division will not deal directly with small business concerns as the existing 
SBA loan program does but rather it licenses and regulates the private small 
business investment companies and makes loans to state and local development 
companies under the authority of the Act. 

In commenting on the establishment of this new division, the Report 
emphasized that these new functions would be carried out in such a manner 
as to insure the maximum participation of private financing sources. It also 
underscored its recommendation that the financial assistance extended by SBA 
should not result in any substantial increase of unemployment in any area 
of the country. 

In the Senate version of the bill there was included a provision which would 
provide that the Deputy Administrator of the Program would be appointed 
by the President with the consent of the Senate. This provision was objected 
to strongly by Senator Capehart, ranking minority member of the Committee, 
who offered an amendment on the floor of the Senate to provide that the Deputy 
Administrator would be appointed by the SBA Administrator and therefore 


would not need confirmation by the Senate. Approval of this amendment 
was voted by the Senate. 


III. ORGANIZATION OF SMALL BUSINESS INVESTMENT COMPANIES 
A. Charter 7 


Small business investment companies must be formed under appropriate 
state law governing the necessary incorporators, directors and by-laws but may 
be chartered by the Small Business Administration in those states where such 
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companies may not receive charters under state law or SBA finds that state 
laws are too restricted. 

The original Senate bill provided that small business investment companies 
formed to operate under the bill could be chartered either under state law or 
by the Small Business Administration. SBA was given the authority to charter 
small business investment companies until June 30, 1961, after which time such 
companies would have to be chartered under state law only. 

The House Committee bill provided substantially the same as the Senate- 
passed bill. During the debate on the House fioor, however, objection was 
raised to this particular provision of the bill after opposition by representatives 
of the American Bar Association. It was argued that this position would force 
the chartering of these new companies in the District of Columbia. Further it 
was argued that this provision would result in more corporations in the federal 
level than at the state level. 

As a result of the debate on the floor of the House, all provisions for federal 
chartering of smal! business investment companies were eliminated from the 
bill and also all provisions for the conversion of state and investment develop- 
ment companies. 

In the conference, however, the Small Business Administration's authority 
for a three year period to issue federal charters was-returned as provided in 
the Senate bill, but the authority was limited to states where investment com- 
panies cannot be chartered under state law and operate in accordance with 
the purposes of the Act.!® 

In approving small business investment companies chartered under state 
law, SBA would not require them to meet the organizational requirements for 
federally chartered companies but would approve those companies meeting 
the requirements of their respective states. All other factors as to approval of 
the small business investment company proposals would remain the same. 

The termination date of June 30, 1961 after which time all small business 
investment companies must be chartered under state law was set by the Congress 
to give all states an opportunity to enable the formation of small business 
investment companies with adequate powers to operate in accordance with 
the Act. It will also give the states a period within which they may revise 
their applicable statutes to allow the type of investment company contemplated 
by the Act to be chartered under state law. 


So far, however, it has not been necessary to issue any federal charters and 
most states have been cooperative in issuing interpretations or advisory opinions 
that SBICs may incorporate under the general incorporation statutes of the 
state and operate in accordance with the provisions of the SBI act. Further, 
certain states have already rendered advisory opinions that the SBICs are 
not subject to their state banking statutes, although states securities laws as 
well as the SEC Act of 1933 and the Investment Company Act of 1940 apply. 


In determining whether to issue a license to an SBIC, the SBA is required 
to consider the need for small business financing in the area where the proposed 
company is to operate, the character of the proposed management of the com- 
pany, the number of such companies already formed in the United States and 
the volume of their business. 


** Conf. Rept. 2492, 85th Cong., 2nd Sess. 
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Once the license is granted, the company has the power to begin business 
and has a term of succession for a period of 30 years unless extended for a longer 
period upon application to SBA. As indicated above the number of incorpo- 
rators, directors, and general corporation by-laws are governed by the laws of 
the state in which the investment company is incorporated. Those investment 
companies obtaining federal SBA charters, however, must have a minimum of 
ten incorporators and nine directors. 


B. Capital Stock 


An SBIC is required to have a paid-in capital and surplus of $300,000 
before it may commence business. To encourage the formation of such com- 
panies the SBA is authorized to provide a maximum of $150,000 to each such 
company through the purchase of its subordinated debentures. These deben- 
tures are to be subordinate to any other obligations issued by a company and 
are to be considered part of the SBI’'s paid-in capital and surplus for purposes 
of the minimum capital required for formation of an investment company. 

In the Senate bill, the purchase of small business investment company stock 
was authorized to banks, financial institutions, insurance companies, corpo- 
rations and other persons. It limited the total amount of such stock which 


could be held to a member of the federal reserve member banks to 1% of 
its capital and surplus. 


The House restricted this stock purchase authority to banks only and 
made it clear that the right of Federal Reserve member banks and FDIC insured 
banks to purchase such stock up to 1% of the capital and surplus is subject 
(except in the case of national banks) to the provisions of applicable state law. 
Institutions other than banks would be governed, of course, by laws applicable 
to that type of institution. The Senate accepted this change in conference. 
Subsequently, the Federal Reserve Board issued a ruling, explained more fully 


below, which limits the participation by bank holding companies and their 
subsidiaries. 


C. Provision and Purposes of Funds 


The original Senate bill provided $250 million over a three year period 
through public debt transactions for purposes of the program. The House Com- 
mittee provided the same amount, but made it available by increasing the 
amount authorized to be appropriated to the SBA existing revolving fund and 
by earmarking the increased amount for the new program. 


During the debate on the bill in the Senate, there had been a lengthy 
debate over the authority of standing committees to authorize public debt 
financing. Although the Senate Committee provision passed the Senate during 
the Conference Committee deliberations on the bill, the House provision 
prevailed.2° 


The Act thus authorizes the SBA to issue obligations to the Secretary of 
the Treasury in an amount not to exceed $250 million outstanding at any one 
time. This borrowing is to constitute a revolving fund. In the administration 
of this fund, the SBA may sell those loans or debentures which it has purchased 
from small business investment companies, or state and local development 


*° Ibid. 
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companies, to other investors and to replenish the funds that it has available 
to carry out the provisions of the Act.?? 

Recognizing that it would take the time to establish this new program, 
the Act 22 limited the amount which SBA could borrow during the first year 
after enactment to $50 million. This amount can be increased to a total of 
$150 million during the second year of operation. 

It is interesting to note that the obligations issued by the SBA to the 
Treasury under this authority would have maturity set by SBA as approved by 
the Treasury, the interest rate to be determined by the Treasury but at a rate 
no higher than the current average yield on outstanding marketable obligations 
of the United States of comparable maturities. 


D. Borrowing Power 


Each small business investment company has the authority to borrow money 
and issue its own debenture bonds, promissory notes and other obligations 
under regulations issued by the SBA. In order to facilitate the formation ol 
such companies, SBA is authorized to lend funds up to 50% of the paid-in 
capita] and surplus of the investment company through the purchase of their 
obligations. The SBA is given the authority to fix the interest rate and other 
terms of such a loan. 

The limitation on the amount that SBA may lend to an investment com- 
pany is to prevent such companies from merely serving as an intermediary in 
the disposal of federal funds to small businesses. The SBA funds are advanced 
to SBIC’s to encourage and facilitate the formation and growth of such com- 
panies whereas the major portion of the funds in small businesses are expected 
to come from private sources. 

E. Provisions of Equity Capital 

The primary financial device that the Congress and SBA contemplates small 
business investment companies will use is the purchase of convertible debentures 
in a small business containing such terms and interest rates as SBIs may require 
within the framework of SBA regulations. 

Capital to small business concerns will be provided by the small business 
investment company through the purchase of debenture bonds which shall: 


(1) Bear interest at a rate and at such terms as the company may set with 
the approval of SBA, 

(2) Be callable on any interest payment due upon three months’ notice 
at par plus accrued interest, and 

(3) Be convertible at the option of the company or a holder in due course 
up to and including the effective date of any call by the issuer into 
the stock of the small business concern at the sound book value of 
such stock determined at the time of the issuance of the debentures. 


In the House Committee Report,? it pointed out that this type of invest- 
ment has been developed to a high degree in recent years and has proven 
attractive to speculative investors who want an opportunity to share in the 
future prosperity of a business beyond the fixed claim of ordinary debt. 


*. Small Business Investment Act, Supra. 
* [bid. 
**H. Rept. 2060, 85th Cong., 2d Sess. (1958). 
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Before a small business investment company purchases convertible deben- 
tures it may require a small business concern to refinance its outstanding indebt- 
edness so that the investment company is the only holder of indebtedness of 
such concern. Further it may require the small business concern not to incur 
further indebtedness without the prior approval of the small business investment 
company. 

The Act also requires a small business concern receiving capital under the 
program to invest in the stock of the capital of the company forming the capital in 
an amount of not less than 2% and not more than 5%. The Committee felt 
that this would encourage investment in the smal] business investment con- 
cerns doing business with them and make more capital available. 


As noted below in the discussion of the application of the Securities Act 
of 1933 and the Investment Act of 1940, several problems arose in connection 
with this stock purchase requirement. There earlier was a question as to 
whether this amounted to a continuing stock offer and therefore subject to SEC 
regulations. The SEC, however, has ruled *4 that it would not amount to a 
continuing stock offer. 


Since the operation of the program, however, many observers feel that the 
burdens of the stock purchase requirements in operating an SBI does not 
compensate for the amount of money it would bring into the program and 
there is substantial support to eliminate this feature of the Act. 


F. Limitations of Capital Provided 


No small business investment company may acquire obligations or securities 
from any small business concern in excess of 20% of its combined capital and 
surplus without specific approval from SBA. 


G. Long-Term Loans to Small Business Concerns 


In addition to the supply of capital through purchase of small business 
concern debentures and obligations, small business investment companies are 
given the authority under Section 305 of the Act to make long-term loans up 
to 20 years to small business concerns. This authority is in addition to its 
authority to supply capital through the purchase of debentures. These loans 
may be made directly by the small business investment company or in coop- 
eration with other lending institutions on an immediate or deferred basis. The 
maximum rate of interest for such loans must be approved by SBA, and in 
no case may be in excess of that permissible under applicable state law. 

H. Miscellaneous 
(1) Advisory Services 

There is also provision in the statute for the assessment of fees for any 
servicing or investigation required for loans or purchases of securities. Furthe:. 
investment companies may make use of the advisory services of the Federal 
Reserve System and of the Department of Commerce. 

An unnoticed but important aspect of the operation of the small business 
investment company was also provided in giving them the authority to invest 
funds not reasonably ncecded for their current operations in direct obligations 
of the guaranty as to principal and interest by the United States. 


* SEC Rule N-3C-1 as to the Act of 1940; SEC Rule 151 as to the Act of 1933. 
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(2) Repeal of Section 13(b) of the Federal Reserve Act 

The Act also repeals Section 13(b) of the Federal Reserve Act. This 
Section was originally enacted to give federal reserve banks the authority to 
provide working authority to businesses unable to obtain needed financial 
assistance, but has not been used often. The Board of Governors of the Federal 
Reserve System recommended its repeal. 

The funds authorized for use under this Section were transferred to a 
special fund to be available at SBA for use management consultant under 
the authority of the Act. Such grants may be made by SBA to any state govern- 
ment, state development corporation, or college and universities for studies, 
research and counseling concerning the managing and financing of small. busi- 
ness concerns. Only one grant may be made within any one state per year 
and no single grant may exceed $40,000. 


IV. TAX PROVISIONS 


The original Senate Bill 25 provided certain tax advantages for investors in 
smal] business investment companies and for small business concerns themselves. 
When the bill came to the floor of the Senate, however, Senator Williams 
objected that these tax provisions were more properly in the Technical Amend- 
ments Act’of 1958, and therefore raised a parliamentary objection to the entire 
consideration of the bill. 

With the interest of Senator Johnson, the Majority Leader, the tax pro- 
visions of the bill were taken out of the bill and re-introduced as sections of 
the Technical Amendments Act of 1958,26 which passed both the House and 
Senate. 

The tax features applicable to small business investment companies are 
as follows: 


(1) Investors in the stock of small business investment companies are 
allowed an ordinary loss deduction rather than a capital loss deduction 
on losses arising from the worthlessness or from the sale of such stock.?? 

(2) Small business investment companies are also allowed an ordinary loss 
deduction rather than a capital loss deduction on losses sustained on 
convertible debentures including stock received pursuant to the con- 
version privilege. The loss deduction includes losses due to worthless- 
ness as well as those arising from sale or exchange of the securities.?® 

(3) Small business investment companies are also allowed a deduction of 
100% of dividends received from a taxable domestic corporation 
rather than the 85% deduction allowed corporation tax payers 
generally.?® 


V. STATE AND LOCAL DEVELOPMENT COMPANIES 


A. Conversion 


Under the authority of Title V of the Act, both state and local develop- 
ment companies upon the majority vote of the stock holders of those companies 


** Supra note 17. 

** Supra note 4. 

*7 Int. Rev. Code § 248. 
** Int. Rev. Code § 1242. 
*®Int. Rev. Code § 1243. 
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e 


may be converted into small business investment companies with the approval 
of SBA. After such conversion they have all the rights and obligations of 
companies originally formed and chartered by the SBA as small business invest- 
ment companies under the Act. 

This conversion privilege will end on June 30, 1961, the same date that the 
SBA authorization to charter small business investment companies expires. 
This conversion privilege is designed to allow state and local development 
companies to have the same advantages under the Act as small business invest- 
ment companies. 


B. SBA Loans to State and Local Development Companies 

On the other hand, state and local development companies if they do not 
choose to convert to small business investment companies have other advan- 
tages under the Act and a special program under Section 502. This Section 
authorizes SBA to lend money to these companies on such terms and interest 
rates as determined by SBA. The overall limit which may be loaned is set 
at the amount which the company has borrowed from all other sources. This 
limitation was put in the bill, according to the House Committee, to prevent 
the situation where these companies might be used as conduits for the trans- 
mission of funds to small businesses. 

An exception is made in those cases where the SBA loans are secured and 
are identifiable with particular small business borrowers. For this type of loan 
SBA may lend up to $250,000 on each loan in addition to the general lending 
authority described above. Loans to local development companies may be made 
only through June 30, 1961. After that date loans may be made only to state 
development companies, in order to encourage the organization and establish- 
ment of this type of development company. 


VI. EXEMPTIONS 


The Act as passed also provides authority to the Securities and Exchange 
Commission to exempt small business investment companies from certain pro- 
visions of the Act which they administer. 


In the Senate Committee report the Committee noted that it was impressed 
by the testimony offered by the Chairman of the SEC that in order to give 
adequate protection to investors the Investment Act of 1940 should be applicable 
to these companies. The Committee felt that the SEC should have the authority 
to exempt securities issued by small business investment companies as indicated 
above if it found that such exemption would not jeopardize the protection of 
investors or the public interest. It did not feel, however, that it should exempt 
small business investment companies outright from the securities laws. 


It would exempt outright, however, small business investment companies 
from the requirement in the Investment Company Act that a company’s bor- 
rowings can not exceed 14 of a company’s total assets. It was felt that in the 
type of operation a small business investment company would engage in, this 
limitation would be too restrictive. The SBA under the authority of the Act, 
however, will not permit borrowings in excess of four times paid in capital 
and surplus without SBA approval. 
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The exemptions are as follows and are discussed at length below: 


(1) Section 3 of the Securities Act of 1933,8° which deals with securities 
exempt from that Act, was amended to provide that the Commission 
could exempt any class of securities issued by a small business invest- 
ment company from the requirements of that Act. 


(2) The Trust Indenture Act of 1939 81 was also amended to provide that 
securities issued by a small business investment company could also 
be exempted from that Act. 


(3) The Investment Company Act of 1940,3? which requires a 300% asset 
coverage for senior securities issued by a registered closed-in investment 
company, was also amended to state that the requirement did not 
appiy to small business investment companies operating under the 
SBI Act. This removes the prohibition against the distribution of 
dividends on capital stock unless certain asset coverages on publicly 
held bonds and debentures are maintained. 


A. Application of the Investment Company Act of 1940 


An excellent summary of the application of the 1940 Investment Act is 
contained in an address by Mr. Lawrence Green, Assistant Director, Division of 
Corporate Regulations, S.E.C., given in connection with SBA briefings on the 
new program.% 


Mr. Green notes that in general then small business investment companies 
will be subject to SEC jurisdiction, although one important exception, which 
is available is contained in Section 3(c) of the Investment Company Act. This 
section exempts an investment company from regulations under the Investment 
Company Act if its own outstanding securities are beneficially owned by not 
more than 100 persons, and if it is not engaged in making, or it is not proposing 
to make, a public offering of its securities. 


Both of these conditions must be present, Mr. Green cautions, and if a 
public offering is involved or proposed, or if the company has more than 100 
security stockholders, registration under the Investment Company Act will be 
required. Significant in this requirement is the counting of the number of 
such holders of the Investment Companies securities. The beneficial holders 
of the securities of any company which owns 10% or more of the voting securities 
of the investment company must be counted individually. If one or more 
corporations with more than 100 stockholders of their own organization control 
a small business investment company, registration under the 1940 Act will be 
required even though no public offering is involved. 


Those small business investment companies which are unable to obtain 
an exemption under Section 3(c) of the Act, must therefore register with the 
SEC. For small business investment companies a special form has been developed 
and adopted by the SEC to cover registration under both the Securities Act of 
1933 and the Investment Company Act of 1940 or under the Investment Com- 


*°15 USC §§ 77a-77aa. 
"15 USC §§ 77aaa-77bbbb. 
*15 USC §§ 80a-1—8Ca-52. 


**“Policies and Procedures Pursuant to the Small Business Investment Act Explained 
by SBA and SEC Officials”, Small Business Administration, 1958. 
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pany Act alone if the former does not apply. This new procedure has been 
worked out in SEC Form N-5.%4 


(1) Type of Information Required 


Mr. Green emphasizes that the objectives of the Investment Company Act 
are to secure honest and unbiased management to give security holders a 
voice in the company, and the selection of management to assure adequate 
feasible capital structures, to obtain fairness in all transactions between affiliated 
persons and the company, and to see that share holders receive informative 
periodic reports. 

Those provisions of the Act which small business investment companies 
subject to it must comply with are as follows: 


(1) Before a public offering of securities may be made or completed, an 
initial $100,000 in net worth must be raised either privately or from 
not more than 25 persons as part of a public offering. 

(2) Preferred stock must have a 200% asset coverage and other certain 
protective provisions. 

(3) All common stock must have equal voting rights and voting trusts are 
prohibited. 

(4) The Board of Directors must contain a certain percentage of members 
who are “independent”; that is, not officers or employees of the com- 
pany or connected with the underwriter or an investment banking 
firm. 

(5) Securities may not be issued for services, and may not be sold below 
net asset value except in certain specified circumstances such as in 
an offering to stockholders. 

(6) Long-term warrants or options are prohibited and purchases of securi- 
ties must comply with SEC rules. 

(7) Changes in the nature of the business of an investment company or 
changes in a fundamental investment policy must be approved by a 
majority vote of stockholders. 

(8) Transactions between the investment company and affiliated persons 
or the affiliates are prohibited unless upon application the Commis- 
sion approves the transaction as fair and reasonable. 


B. Application of the Securities Act of 1933 ; 


The investment by a small business company in the securities and stock 
of a small business investment company involves the application of the Securi- 
ties Act of 1933 and 1934, and possibly the Investment Company Act of 1940. 
Furthermore, if the subsequent activities of the small business company turns 
out to be profitable and the investment company sells its holdings of the 
securities, either by sale of the debentures or by the conversion and sale of 
the stock, then the application of the Securities Act and even the Trust 
Indenture Act becomes particularly important. 


Mr. Manuel Cohen, Chief Counsel, Division of Corporate Finance, S.E.C., 
has succinctly discussed the application of the 1933 Act in an address delivered 
at the SBA briefing sessions.2° He observes that there are certain exemptions 


** “Registration Statement of Small Business Investment Company Under the Securities 
Act of 1933 and the Investment Company Act of 1940”, Dec. 17, 1958, SEC release 4005. 
**Small Business Administration Briefings, Supra. 
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from registration which are set forth in the Securities Act of 1933 and certain 
other exemptions which are contained in the rules and regulations issued by 
the SEC. In the Act itself, Sections 3 and 4 provide for a number of exemptions 
applicable to certain types of securities, although most of them are not applicable 
to small business investment companies since they involve Federal and Municipal 
securities or those of cooperatives and common-carriers. 

Two exemptions are contained in these Sections, however, which probably 
will apply to small business investment companies. Section 4(1) of the Act 
exempts “transactions by an issuer not involving any public offering.” This 
is not an exemption of a security as such, but is an exemption of a certain 
type of transaction in securities for the full provisions of the act may apply 
to subsequent transactions in that same security 


Whether a public offering is involved in a particular issue is a question 
of fact upon consideration of all the circumstances. Mr. Cohen warns that 
it does not turn solely on the question of the number or class of persons to 
whom the securities are offered, or the number of persons with whom sales 
transactions are concluded. The number of persons to whom the security is 
offered is not determinative, for an offering to a limited number may be con 
sidered a public offering. The number of persons is but one of the factors to 
be considered. 


The relationship of the offerees to the issuer is also significant. An offering 
to a class of persons who are intimately familiar with the issuer is probably 
less likely to involve a public offering than one made to persons having no 
special knowledge of his business and affairs. 


Another factor which must be met is the size of the offering and the 
number of units to be offered. For example, a large issuer may place a 
sizeable issue of debt securities with a comparatively few institutional investors. 
Because of the ability of these large investors, however, to obtain extensive 
information, such private placements can be made within the exemption of 
Section 4 (1). 


This probably would not be the typical investment by a small business 
investment company, for the purchase of convertible debentures by the invest- 
ment company would be probably exempt under this section. This exemption 
probably would not be available, however, in the case of a sale of such securities 
by the small business investment company in which case there might have to 
be a registration or exemption under some other section. 


Where an issue of stock consists of a large number of shares with a relatively 
small group under circumstances which indicate a probable re-offering and 
re-sale in whole or in part to a larger group then probably there would be no 
exemption under Section 4(1). In this case, the initial purchasers would be 
considered underwriters under the authority of Section 2(11) of the Act because 
that would have to be “Purchase from an issuer with a view to the distribution 
of any security.” Since this would be so, neither the issuer nor the purchaser 
could obtain an exemption under Section 4 (1). 


To establish that the purchasers in a private offering should be able to 
obtain an exemption under Section 4(1) the issuer usually requires a written 
representation that they are taking the securities for investment and not for 
the purpose of distribution. 
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Another exemption Mr. Cohen points out is contained in Section 3(b) of 
the 1933 Act which gives the SEC the authority to adopt rules and regulations 
exempting an offering of securities of $300,000 or less. Pursuant to this authority 
the SEC has issued Regulation A.36 Under this regulation there are certain 
terms and conditions which include the filing with the Commission and the 
use of an offering circular containing certain specified information and exemp- 
tion is available. 


This is not available, however, for securities of small business investment 
companies registered under the Investment Act of 1940, but there is contained 
a new Section 3(c) in the Securities Act of 1933 which gives the SEC the 
authority to exempt the offering of securities by investment companies licensed 
under the small business investment company Act. Pursuant to this authority 
the SEC has adopted a new Regulation E37 quite similar to Regulation A. 
This new Regulation exempts from registration under the Securities Act issue 
in an amount under $300,000. 


Exemption under this new regulation is not automatic, however, but may 
only be obtained from the SEC on compliance with the terms and conditions 
set forth thereunder. For example, an exemption may not be obtained under 
this new regulation if either the issuer or its Directors, Officers, Promoters 
or underwriters are subject to certain administrative or disciplinary orders 
of the SEC. 


(1) Requirements of Regulation E 
Under the new Regulation F, the following provisions must be met: 


(1) A “Notification” must be prepared and filed with the SEC. Certain 
information must be set forth in this form so the SEC may determine 
whether the offering comes within the exemption. Certain exhibits 
such as underwriting contracts must be submitted with this application. 


(2) An offering circular must be used in connection with the sale of the 

securities offered thereunder unless the offerings amount to less than 
$50,000. This is the first written sales material which may be presented 
to the investor. It must be in the hands of the investor prior to the 
payment of the purchase price and not later than the date of the 
confirmation of the sale. 
This requirement is similar to that under Regulation A and has 
been considered a protection not only to the investment public but 
also to those in the investment business itself. Filings under this new 
regulation must be made with the SEC in Washington, D. C. 


There is also a requirement in the Small Business Investment Act that a 
small business firm in obtaining an investment from a small business investment 
company must purchase a certain amount of stock in that company. The question 
arises then whether this is to be considered a public offering of the securities 
by the investment company. The SEC has recently published rules defining the 
offering sale of such securities as involving a public offering.** These rules, 


**SEC Form 1-A “Notification Under Regulation A” issued by SEC. 


*7 See Form 1-E, “Notification Under Regulation E” issued by SEC, Dec. 17, 1958, SEC 
Release 4004. 


** Supra note 24. 
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however, relate solely to the transaction between the investment company and 
the small business firm and contemplates that the latter will keep its shares. If, 
however, it purchases those shares with the object of resale, then this probably 
would amount to an offering of the stock to the general public and therefore 
might well require registration under the Securities Act and it might also mean 
that a company not otherwise under the Act would be required to register 
with the SEC. ; 

When the investment company itself acquires the convertible debenture 
bonds with the intention of distributing them either immediately or at some 
later date or of the underlying common stock upon which the convertible feature 
is based, this may be considered the same as an underwriting. The registration 
provisions of the Securities Act and the provisions of the Trust Indenture Act 
have application to these securities, 

(2) The Trust Indenture Act __ 

The Trust Indenture Act of 1939 requires public offerings of. debt securities 
to be issue! under a qualified intendure. Since the Trust Indenture Act, how- 
ever, exempts issues of less than $1,000,000, it is unlikely that a single investment 
under the smal] business investment act will normally reach such a figure. 
Further, the Small Business Investment Act authorizes a new provision to the 
Trust Indenture Act which authorizes the Commissioner to exempt without 
limitation as to amount, any class of security issued a small business investment 
company. So far, however, the SEC has not issued such a regulation. 


V. INFORMATION REQUIRED IN PROPOSAL 
TO OPERATE 


The SBA has issued and recently revised forms for a proposal to operate 
a smal] business investment company under the Act.3® The information required 
on these forms is submitted to SBA through one of its regional offices where 
it is initially checked only for completeness. 

No fees or service charges are required by SBA in filing such a proposal 
to operate. It is not required that the proposed investor submit or put in 
escrow the funds they subscribe to at this stage. If the SBA approves the proposal 
to operate, then the proposed company receives a “Notice to Proceed” signifying 
that upon the completion of the subscription incorporation of the investment 
company, then the SBA will issue a license provided of course the details of 
organization are carried out in accordance with that indicated in the proposal. 
The investors have 90 days after receiving notice to proceed within which they 
may act to carry out the steps indicated in their proposal. 

The information required on the SBA form is as follows: 

(1) The Name of the Proposed Operator. In this regard, the SBA regu- 


lations prohibic the use of the words “Federal”, “United States”, 
“National”, “Reserve” or “Government”, in the title of the proposed 
company. 


(2) The proposed location of the principal office. 
(3) The name of the agent authorized for correspondence in connection 
with the proposal. 


*°SBA Form 414 is in two parts: Part I is “Proposal to Operate a Small Business In- 
vestment Company Under the Small Business Investment Act of 1958”; Part II is “Statement 
of Character and References.” 
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nd (4) The Proposed Capitalization at the start of business. This includes 
If, information as to the capital stock and par value of the authorized 
bly and outstanding shares and the sale price per share. If more than 
ore one class of capital stock is authorized, that information must also 
“an be included. The proponents must also indicate whether they propose 
ter to sell subordinated debentures to investors. 

(5) All organization expenses and any liabilities incurred or contingent 
ure must be itemized and explained. 
me (6) Sources of Expected Funds and Expenses Planned. The proponents 
ure must not only describe plans for raising the initial capita] but also 
ion its plans for additional capital during the first year and also its 
Act long-term goals for amounts of equity and debt issuance. If it is 


intended to sell subordinated debentures to SBA, then the retirement 
of those debentures should be indicated as well. 


ties Significant change in the recent revised form requires that the pro- 
ow- posed operator, prior to the issuance of a license, submit to SBA 
ent evidence issued by the Securities and Exchange Commission that 
ure. the current and proposed activities of the SBA are not subject to 
the the SEC or if they are, then the proposed operator must submit 
out evidence to SBA that it has complied with SEC requirements. 

ent (7) Balance Sheet. A pro forma balance sheet outlining the condition 


and capital structure of the proposed operator must be submitted 
based on estimates for the date that jt may be licensed by SBA. 
(8) Details of Securities. Information is required for the title of each 
class of capital stock and its dividends voting liquidations pre-empted 


rate in all other rights and conditions. Each class of long-term debt 
ired must be set forth with an explanation of each provision in connection 
here therewith. 

(9) Status of Program. The form requires that counsel for the proposed 
osal : operator must file an opinion as to the availability or unavailability 
t in of a charter of incorporation in the state in which the proposed 
osal | operator plans to incorporate. As exhibits then must be filed the 
ying _ proposed or actual Charter or Articles of Incorporation. 
nent (10) Area of Operation. The proposed operator must set forth the precise 
is of geographic areas in which it will principally carry on business and 
osal. also if that area includes one or more states in addition to the pro- 
they posed state of incorporation then counsel must furnish an opinion 

that it can obtain authority or will otherwise be entitled to conduct 
| its activities in such other states. 
— (11) Need for the Proposed Operator. The proposed operator must submit 
tes”, business and economic factors which indicate a need for the invest- 
osed ment company. 

(12) Plan of Operations. The form requires a general plan of operations 

oii that the proposed operator would follow in the first two years of 


operation including an estimate of cash income and expenses, pro- 
posed operating personnel, methods of finding business, and general 
operation of the investment company. 

ss In- (13) Policy. In considerable detail the SBA requests information on the 
fundamental policies the proposed operator plans in a number of 


43183 O—59——38 
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matters including investment policies as to particular industries on 
types of small business, capital debenture provisions, long-term loan 
provisions and fees for consulting and advisory services. It also re- 
quests information on transactions with management and _ others 
including afhliates of management. It also requests information on 
the extent of contro] or participation in the management of small 
business concerns 

Under this same section, the proposed operation must designate the 
class of capital stock to be sold to small business concern and the 
extent to which any authority may be delegated by the Board of 
Directors for approval or final action on borrowings, investment and 
conversion of portfolio securities. 

The proposed operator must set forth his initial controls and the 
arrangement it will make with institutions regarding physical equip- 
ment, quarters and use of personnel. 

(14) Management and Control. Each person who is an operator or director 
and who will control have power to control the affairs of the operator 
must be listed putting his title, compensation and percentage of stock. 
Under this same section, any arrangements affecting control as to stock 
ownership or shares subject to any understanding or commitment 
as to voting rights must be set forth. 

In detail the qualifications of each of the management concern must 
be listed and background and experience disclosed. 

(15) Previous Government Financing. As to all persons named in the 
section above, information must be set forth as to any assistance 
received from either the small business administration or the Recon- 
struction Finance Corporation. 

(16) Investment Company Affliates. Any interest in another small busi- 
ness investment company must be disclosed with the percentage of 
stock set forth. 


(17) Name of Attorneys, Accountants and Other Parties. All those people 
who will represent the proposed operator in connection with the 
preparation or purchase of the proposal must be revealed. 

(18) Declaration of Proponents. Finally, each person joining in the pro- 
posal and all those persons who own, directly or indirectly, 10% or 
more of the voting stock must sign the submission and certain state- 
ments therewith assuring SBA that they plan to operate the SBI 
in accordance with the Act and the statements made therein. 


VIII. PROBLEM AREAS OF THE PROGRAM 


Not unexpectedly, with a new program such as this one, particularly since 


it is exploring a new approach to a very old dilemma, certain problem areas 
have arisen. 


A. Personal Holding Company Surtax 

The Internal Revenue Service has ruled *° that companies organized under 
the Small Business Investment Act of 1958 will be subject to the personal 
holding company surtax unless the stock in these companies can be distributed 


*° TRS. Ruling 59-69, 1959-10, IRB, Mar. 9, 1959. 
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so widely that more than 50% of the stock is held by or for five or fewer 
individuals. The income which small business investment companies are author- 
ized to receive is of four types: dividends, interest, gains from the sale of 
securities and fees for managerial and counseling services. The first three types 
are clearly of the type classified as personal holding company income and the 
fees could also be so considered. 

Therefore, Section 541 of the 1954 Internal Revenue Code *! which imposes 
a surtax of 75% on the first $2,000 of undistributed personal holding company 
income, and 85% on the undistributed personal holding company income in 
excess of $2,000 will apply to those SBICs coming within the above limits. 

The Act was intended to encourage the investment of risk capital, and 
normally this type of investment 1s most appealing to high-bracket income-tax 
payers, but this type of individual is particularly wary of any arrangement 
that could subject him to the personal holding company surtax. High-bracket 
taxpayers most interested in the new program want control of their company 
and the opportunity to direct its affairs. These objectives cannot be attained 
without running the risk of the personal holding company surtax. 

Under Section 542 (c), banks and certain finance companies are specifically 
excluded from the category of “personal holding company’. Bearing in mind 
the purposes of the Small Business Investment Act of 1958 and the nature of 
the operations of the companies to be formed under the Act, many of those 
interested in the new program feel that the new companies should be entitled 


to the same treatment as banks and other lending institutions under Section 
542 (c) of the Code. 


B. Long-Term Loans 


All of the tax benefits under the new program are related to the stock 
acquired by the small business investment companies through conversion of 
convertible debentures. Only a corporation may issue convertible debentures, 
and the final SBA regulations under the Act specifically prohibit a small busi- 
ness investment company from acquiring an equity interest in an unincorporated 
business. 


There are some 4.3 million small businesses in this country, but only 
600,000 active corporations, both large and small. Approximately 85% of the 
small businesses in this country are unincorporated, and therefore, except for 
the pro bono publico type of company, the vast majority of small business 
investment companies are going to be concentrating their investments in con- 
vertible debentures of small corporations. Such investments will give the small 
business investment companies tax-free dividends on conversion into stock and 
ordinary losses, should they be incurred by the small business investment com- 
pany on stock acquired through conversion. 

In order to counterbalance this favor of corporate borrowers, many feel 
that some provision be made for a tax deduction on a portion of the interest 
received by a small business investment company on long-term loans. 

Considerable support has developed for adoption of an amendment to 
the Internal Revenue Code to provide a deduction for 15% of the interest 
received by a small business investment company on long-term loans. This 


“26 USC §§ 541-547. 
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would counterbalance the 15-point advantage which will be enjoyed by small 
business investment companies on dividends received on stock acquired through 
the conversion of convertible debentures. 

C. Accumulated Earnings Tax 

Many potential investors in small business investment companies have been 
concerned about the possible imposition of the accumulated earnings tax under 
Section 531 of the 1954 Internal Revenue Code. 

Investors feel, however, that this tax should not apply to small business 
investment companies so long as their accumulated earnings are reinvested in 
long-term loans or equity investments as provided under the Small Business 
Investment Act of 1958. Efforts to obtain assurances from the Internal Revenue 
Service that Section 531 will not apply where earnings are reinvested have been 
unavailing to date 


While this problem should not be acute for small business investment com- 
panies, at least during the early years of their operations, potential investors 
want to know now whether the companies will ever be subject to the Section 531 
tax, and it is submitted that they are entitled to know. 


Recognizing these first three problem areas, a bill has been introduced 
in the Ist Session of the 86th Congress to resolve these problems. Senator 
Sparkman in S. 979 #2 would (1) exempt SBIC’s from the personal holding pro- 
visions of Section 541 of the Code, (2) provide a 15 point deduction of interest 
in loans to small business investment and (3) exempt SBICs from the pro- 
visions of the accumulation of earnings surtax under Section 531 as long as 
funds were held for reinvestment. 


D. Bank Holding Companies 


The Federal Reserve Board has ruled 43 on the question of the formation 
of small business investment companies by bank holding companies and their 


subsidiaries. The Board has interpreted the Bank Holding Company Act of 
1956 to mean that: 


(1) A bank holding company may invest in a small business company 
up to the one per cent limitation contained in the Small Business 
Investment Act of 1958. 


(2) A banking subsidiary of the bank holding company may not invest 
in a small business investment if it (the small business investment 
company) would become a subsidiary of the bank holding company. 
A 25 per cent ownership of voting securities would amount to a sub- 
sidiary. 

(3) A bank holding company and its banking subsidiaries may invest in 
a small business investment company if their total investment is less 
than 25 per cent of the voting shares of the small business investment 
company. 

The result of this ruling is obvious, that is, it would prevent a bank which 
is a subsidiary of a bank holding company to form asmall business investment 
company and own over 25% of its voting stock even though the investment 
itself weuld amount to less than 1% of its own capital and surplus. Strong 


“2S. 979, 86th Congress, Ist Session. 
** Regs., Fed. Res. Bd.. 12 CFR secs. 222.1-222.108, cf Reg. 222.107. 
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support has developed for legislation which would change this ruling and 
allow such banks to be treated in the same manner as the bank holding com- 
pany or any other bank. 


E. Securities Eligible for Investment 


At the present time, smal] business investment companies may make only 
two types of investments, that is, either convertible debentures or long-term 
loans. Many potential investors in the program feel that this is too limited an 
approach to make the program attractive as an investment vehicle. They urge 
that other types of securities should be eligible for investment by the small 
business investment company after negotiation by the investment company and 
the small business concern desiring long-term funds. 


It has been suggested, therefore, that oiher types of securities be made 
eligible for investment by an SBI, such as common stock, debentures with stock 
purchase options or possibly preferred stock with or without certain conversion 
privileges. 

Not only would this make investments by the small business investment 
company more flexible and allow it to participate in the future growth of a 
small business concern but also it would enable the small business investment 
company to increase the marketability of its securities. For example, after the 
debenture had become seasoned over a period of time, it would be possible for 
the investment company to sell the debenture and retain long-term stock options 
or warrants through which it could still participate in the future growth of 
the small business concern which it had materially assisted, and realize a return 
on its debenture sale which it could then-re-invest. 


F. Interest Rates on SBA Funds 


Sections 302(a) and 303(b) of the Small Business Investment Act of 1958 
authorize SBA to advance funds to small business investment companies, but 
Section 302 (a) does not set forth interest rates to be charged on such funds. 
Section 303(b) authorizes SBA to lend funds to such companies through the 
purchase of their obligations “which shall bear interest at such rate . . . as the 
Administration may fix.” The final SBA regulations provide that funds ad- 
vanced under either of these sections of the Act shall bear interest at the rate 
of 5% per annum. 

Many potential investors feel the 5% interest rate is too high, and that a 
lower rate would stimulate interest in the program. It has been proposed that 
SBA establish a flexible rate of interest on funds advanced by it under Sections 
302 (a) and 303 (b) of the Act, set at one-quarter to one-half of one percent over 
the rate of interest paid by SBA to Treasury on its funds. The purpose of the 
extra one-quarter to one-half of one percent would be to reimburse SBA for 
its cost of administration. 


G. SBA Commitments Under Sections 302(a) and 303(b) 


Sections 302(a) and 303(b) of the Act permit SBA to advance funds to 
the new investment companies. Neither section places any condition upon the 
advance of these funds by SBA and both sections indicate clearly that the pur- 
pose of this particular legislative authority is to facilitate the formation of the 
new companies to encourage their growth. The SBA regulations place rather 
stringent conditions on the availability of these funds. On Section 302(a) funds 
for example, the regulations provide that any commitments by SBA to supply 
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funds under that Section “shall be reduced to the extent private equity funds 
are acquired . . . prior to any disbursement by SBA on account of such com. 
mitment.” The SBA regulations relating to both sections require the submis 
sion of certificates showing that such funds are not available from private sources 


The question arises whether the SBA position with reference to the pro 
vision of funds to the new companies under these two sections is unduly restric- 
tive. If SBA would advance funds under both sections to the limit of its ability, 
and without regard to the ability of the small business i 1vestment companies 
to raise funds elsewhere, it would give them valuable leverage in their efforts 
to raise funds elsewhere. 


H. Subordinated Debentures Under Section 303(b) 


Section 302 (a) of the Act provides that SBA will accept subordinated deben- 
tures of small business investment companies in exchange for funds advanced 
under that section. Section 303(b) authorizes SBA to lend funds to such com- 
panies “Through the purchase of their obligations which shall bear interest at 
such rate, and contain such other terms, as the Administration may fix.” The 
Act thus gives SBA discretion in establishing the terms under which it will advance 
funds to small business investment companies under Section 303 (b). 


SBA’s acceptance of subordinated debentures under Section 302 (a) gives 
the smal] business investment companies important leverage in their borrow- 
ing activities. Recognizing the intent of Congress to assist in the formation 
and growth of these companies, SBA could also accept subordinated deben- 
tures as sole collateral for funds advanced to the new companies under Section 
303(b). There is no difference between these two sections as to the types of 
funds advanced or the purposes to which those funds are to be applied. 


I. Equity Interests in Unincorporated Businesses 


The investors best able to supply private funds to the new investment 
companies are interested principally in equity investments. Under the present 
state of the law and SBA regulations, and recognizing particularly the tax 
advantages running to the convertible debentures, the great majority of the 
companies now being formed will probably concentrate their investments in 
convertible debentures which can only be issued by corporations. Unless some 
inducement is provided to encourage the new companies to make long-term 
loans to unincorporated businesses, they probably will receive little assistance 
under the new program. 


While the Act itself says nothing that would prevent a small business 
investment company from acquiring an equity interest in an unincorporated 
business, the final SBA regulations specifically provide that a licensee shall 
not have any right “to acquire any stock or other proprietary interest in the 
borrower, except through the medium of collateral security.” 


Many potential investors in the new program feel that licensees should 
have the authority to acquire an equity interest in an unincorporated business 
in conjunction with long-term loans. The nature and extent of such equity 
interests to be dependent, of course, upon written agreement between the 
small business investment company and the unincorporated business to which 
it makes a long-term loan. 
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IX. CONCLUSION 


In general, however, the Act holds a great deal of promise for attracting 
investment capital in the small business field. It has focused attention on this 
financial gap and has stimulated an unprécedented amount of action in meet- 
ing this problem. A determined effort by the SBA to make the program work, 
has been met by lively interest by Congressional leaders in the ways to improve 
the program. 

Plans have been made to hold thorough hearings in this session of Con- 


gress, and undoubtedly many of the above problem areas will have been 
resolved before Congress adjourns. 
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(The following was ordered inserted in the appendix to the record. 
Reference will be found on page 268:) 


CAPITAL FOR SMALL BUSINESS: SOURCES 
AND METHODS 


Bernarp D. CaHn*® 


The recurrent debate during the past quarter century on the financial needs of 
the small business concern has led finally to the adoption of the Small Business In- 
vestment Act of 1958,’ which establishes another potential source of loans and equity 
funds for some small business concerns. The Senate Committee on Banking and 
Currency, in its report,” supported its recommendation of the statute by references to 
testimony and conclusions of witnesses and others that small business has unneces- 
sarily great difficulty in obtaining term loans and equity capital. 

The Federal Reserve System, however, in its exhaustive study of the financing 
problems of small business,* found it difficult to arrive at definitive answers to the 
questions involved. Its report contains papers setting forth conflicting views on 
whether the small businessman does, indeed, lack adequate sources of capital,’ and 
concludes :* 


As suggested earlier, perhaps it will never be possible to determine, on the basis of 


# LL.B. 1933, University of Chicago. Member of the New York, Illinois, and Missouri bars; member 
of the National Council of Consultants of the United States Small Business Administration. Formerly, 
Assistant to the Director, Reorganization Division, and Special Advisor, Division of Corporation, Finance, 
Securities and Exchange Commission. 

* 52 Stat. 689, 15 U.S.C.A. § 633 (Supp. 1959). 

* Senate Committee on Banking and Currency, Report, S. Rep. No. 1652, 85th Cong., 2d Sess. 
(1958) [hereinafter cited as Senate Report}. 

* Documentation included U.S. Bureau oF Census, Dep’t oF ComMERCE, SURVEY OF REPoRTS OF CREDIT 
anD Capita DiFFicuLties BY SMALL MANUFACTURERS (1935) (based on replies to questionnaires by 6,158 
firms employing between 21 and 250 employees); Hearings before the Senate Select Committee on Small 
Business, 78th Cong., 1st Sess. (1943); ResEARcH AND Poticy CoMMITTEE OF THE COMMITTEE ON Eco- 
NOMIC DEVELOPMENT, MEETING THE SPECIAL PROBLEMS OF SMALL Business, A STATEMENT ON NATIONAL 
Poricy (1947); Hearings before the Senate Committee on Banking and Currency on the Small Business Act 
of 1950, 81st Cong., 2d Sess. (1950); McHugh and Ciaccio, External Financing of Small and Medium- 
Size Business, Survey of Current Business, Oct. 1955, p. 15. Cf. CHartes O. Harpy & JAcos VINER, 
REPORT ON THE AVAILABILITY OF BANK CREDIT IN THE SEVENTH Feperat Reserve District (1935); 
Stoddard, Small Business Wants Capital, 18 Harv. Bus. Rev. 265 (1940); Weissman, Raising Capital for 
Small Business, Challenge Magazine, Jan. 1958, p. 8; Johnson, Scanlon, Friend, & Shapiro, Shortage of 
Surplus of Funds to Finance Business, 12 J. Finance 264 (1957); Murphy, Big Worry for Small Business, 
Fortune Magazine, July 1957, p. 120, which arrive at the same general conclusions. But see Schweiger, 
Adequacy of Small Business Financing: Another View, in Feperar Reserve System, 85th Conc., 2d 
Sess., FINANCING SMALL Business 124 (Comm. Print 1958) [hereinafter cited as Feperar Reserve Report}. 
Loucheim, The Problem of Long Term and Equity Capital, 11 Law & Contemp. Pros. 248 (1945); Don- 


ham, Whither Small Business, 35 Harv. Bus. Rev. 73 (1957), which cast doubt on some of the con- 
clusions in the Senate Report. 


*Feperat Reserve Report. 

® Compare Kaplan & Banner, Adequacy of Small-Business Financing: One View, in Feperat RESERVE 
Report 107, with Schweiger, supra note 3. Only the former paper supported and was cited in the 
Senate Report. See Senate Report 5. 

*Feperar Reserve Report 17-18. 
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statistical evidence alone, the nature and extent of existing imperfections and unfilled needs 
in the financing of small business. The notion of need itself is elusive and to a certain 
degree unverifiable. ... There is some evidence in the background studies, however, that 
there is an unfilled margin, perhaps a rather thin one, between the volume of funds avail- 
able to small concerns in general, and to new firms in particular, and the volume that 
could be put to use without prohibitive risk. It is also possible that this margin varies 
with changes in credit and business conditions. 

Perhaps the best help for smal! business at the present stage of economic development 
would be the maintenance of an expanding, reasonably stable economy, with personal in- 
comes rising. This is not inconsistent with the desirability of broadening the financial 
facilities available to small business, but it suggests that the net contribution to small 
business to be expected from such facilities would be relatively minor compared with the 
more generalized effects of the maintenance of all-around business prosperity. 


The position of the small businessman in our national structure poses not only 
economic problems, but political and sociological ones, as well; and the differences 
in conclusion may be traceable, in part, to the differences in function and purpose 
of the various participants in the debate. To the small businessman, however, faced 
with the practical problem of raising capital to improve his position, the national 
debate may be confusing. His thinking, which relates to a specific fact situation, 
may be unduly influenced by the broad conclusions of legislators, economists, and 
others, stated in terms of the national problem. Many businessmen have avoided 
the recognized capital markets because of lack of understanding of facilities available 
to them; others, previously unable to raise capital, may now have the mistaken im- 
pression that the new Act will permit them to accomplish more than the facts 
warrant. 

Small business has had and will continue to have problems in the financial field, 
but external capital (s.¢., capital not produced by the company’s earnings and ex- 
cluding ordinary trade and bank credit) is available on a competitive basis to a sub- 
stantial number of growth companies in the small business category. As in other 
fields, the smaller enterprise must overcome its competitive disadvantage, resulting 
in part from size, by appropriate inducements. 


I 
S1zE OF THE AccEPTABLE UNIT 


The size and acceptability of the unit must, for investment purposes, be measured 
in terms of several dimensions: management, size of assets, earnings and net worth, 
nature of industry and business, earnings trends and growth potential, market factors, 
nature of the capital desired, and others. A private investor may have one set of 
standards; an institutional lender, another;’ and the public markets, a third. There 
is a close relationship among them, but each is independent. And the businessman 
must know all three in order to arrive at an informed decision on his specific problem. 

At the lowest end of the scale are the businesses generally tco small to interest an 


* See, ¢.g., size categories established by Federal Reserve Banks, depending on the industry. Feperar 
Reserve Report 161. 
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independent investor. Such units constitute eighty-two per cent or more of all the 
businesses in the country;° they are, in substance, no more than jobs for their owners. 
The corner retail store, the small stamping plant, the gas station, and other similar 
enterprises usually fall in that category. Almost all of such businesses are financed by 
personal resources and those of friends and relatives. Insurance policy loans are a 
significant source of funds to such small entrepreneurs. At the other end of the scale, 
for purposes of this analysis, is the small business approaching intermediate size, 
which has attributes sufficiently interesting to investors to be able to do public or 
institutional financing with little difficulty. In between the two extremes of the 
small business community are various indistinct dividing points separating the units 
acceptable for investment of external capital from those that are not able to raise ex- 
ternal capital from private investors, institutions, or public investors. 

Surveys of available data with respect to public and private investment support 
the following conclusions: 

1. It is difficult, if not impossible, to generalize on the size and nature of a busi- 
ness that can attract funds from individual or venture-capital sources. Venture-capital 
investors usually seek large capital gains. Such gains are not dependent on size, but 
on the nature of the business. 

2. Surveys of leading life insurance companies indicate that institutional loans are 
available in amounts as low, at times, as $100,000 or less. Borrowers with net worths 
above the $250,000-350,000 level (usually with total assets exceeding $1,000,000), meet- 
ing certain standards of soundness and growth potential, receive serious consideration 
for institutional loans. The determination of a good risk, however, will depend on 
more than net worth or asset size. 

3. Equal difficulty is experienced in attempting to describe the company sufficiently 
large to raise funds via the public offering route. Here, again, growth potential, 
earnings record, calibre of management, nature of the business, and many other 
factors affect the ability of a company to enter the financial markets. The timing of 
the offering is also of some importance. Generally speaking, however, a company 
with minimum net earnings after taxes of $100,000 to $150,000, a net worth of 
$400,000 to $500,000, a record of growth and further growth potential, in an attrac- 
tive field, and with acceptable management would be able to make a public offering 


of securities. Total assets and sales are usually only minor measurement standards. 


II 
Prosp_LeEMs AFFECTING FINANCING OF THE SMALL BusINEss 


A. Competition for Funds 
The economic history of the United States has been marked by increasing amounts 
of capital invested per worker employed, with increasing productivity per worker and 


* See Roy A. Foucxe, Practica, Financiat StaTeMENT ANALysis 151 (4th ed. 19§7). 
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a rising standard of living.? The amount spent on producers’ durable equipment has 
quintupled in twenty-five years. Although other factors have contributed to stimu- 
late this increase, high wage costs and competition are the principal spurs to more 
plant investment. The competition for savings has been increasingly keen in recent 
years, and present prospect is for continued high money rates and tight money 
markets. In a dynamic growing economy, the needs of entrepreneurs may exceed 
10 At best, there will be an unsatisfied demand, with all 
businesses—small, medium, and large—competing for the investors’ funds. Increasing 
concentration of savings in the hands of institutions, investment trusts, and other 
similar investors means that small business, more and more, must meet recognized 
competitive standards of performance, management, and growth potential in order 
to raise new capital. 


available capital resources. 


B. Approach to the Market 


The popular literature on the financial woes of the small businessmen is replete 
with stories of the frustration and disaster which await the small businessman who 
ventures alone into the capital market.’' Undoubtedly, some of the frightening ex- 
amples result from lack of experience. The financial market is a complex mech- 
anism which includes many different kinds of financial houses, institutions, private 
investors, and other sources of capital and term loan funds. Each has its own role 
to play, and that role must be understood. Contact with the right source of funds 
requires study of the company’s needs, as well as knowledge of the ramifications of 
the market place. 


C. Capital Structure 


At best, the design of a proper capital structure is a difficult, complex task. Various 
kinds of debt and equity securities are available for the company’s purposes: secured, 
unsecured, and subordinate bonds and debentures, convertible and nonconvertible, re- 
fundable and nonrefundable, with and without sinking funds, and with a variety of 
terms and conditions. Different classes of stock, with a host of special provisions 
to choose from, may be designed to meet the issuer’s financial problems.’* Fashions 
and fads in securities must be taken into account.’* Institutions and underwriters 
(and sometimes knowledgeable private investors) will insist upon the observance 
of certain standards of interest coverage, and ratios of debt to net worth and working 
capital. No general formulae are available; each case requires a tailor-made structure. 


* Cf. Financing Your Company, address by Andrew Overby, Vice President, First Boston Corpora 
tion, and former Assistant Secretary of the Treasury, before the Third Annual Industrial Economics Con- 
ference, Los Angeles, Cal., reported in Commercial and Financial Chronicle, Jan. 23, 1958, p. 1. 

*° See Feperat Reserve Report 19. 

‘2 Cf. Murphy, supra note 3. The constant reference to the difficulties of the small businessman in meet- 
ing financial problems has apparently had an effect on the thinking of businessmen who require financing. 
Surveys indicate that many who require financing do not seek it because they believe they will not be 
able to obtain it. See Feperat Reserve Report 17. 

*® Cf. Mendel, Recent Financing Patterns and Their Derivation, Bus. Law, July 1956, p. 117; Louts 
O. Fosrer, Corporate Dest aND THE STOCKHOLDER (1956). 

™* See 2 Arruur S. Dewinc, Financiat Poricy oF Corporations 1029 (sth ed. 1953). 
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The design of a proper capital structure frequently is complicated because of 
prejudices and misunderstandings of the small businessman. Almost without excep- 


tion, capital sources report that the small businessman insists upon raising capital 





oft 
in the form of term loans, whereas his business usually requires equity funds."* The 





objections of the businessman often are related to (1) fear of loss of control (with 





consequent restrictions on emoluments as well as treedom of decision), and (2) 


































reluctance to dilute earnings. Such objections may be based on misconceptions. The 
institutional lender and the reputable public offering underwriters are interested 
in the continuance of competent management and control. They seek to perpetuate 
it rather than to undermine it. Furthermore, a sufficient distribution of securities to 
the public permits control by management with substantially less than fifty-one 
per cent ownership. Finally, control positions can be preserved in a number of ways 
which will assure even the most apprehensive that he will not be unseated. 

The objection based on earnings dilution may also be ill-founded. If the new 
capital is well used, it should return a fair profit per share, so that the profit position 
of the owner is not diluted, but is enhanced.’® The difference in interest income 
available to the investor in connection with an investment in a small business usually 
does not compensate him adequately for the risk involved. He looks to the small 
company primarily for growth potential and capital gain. The small businessman 
who would expand must determine to part with some equity if he is to do the 


type of financing necessary for his own growth and to prevent stagnation or even 
16 


deterioration.’ He must recognize that usually a smaller share in a larger enterprise 


may be more beneficial than complete ownership of a company impeded by lack of 
adequate financing. 


D. Earnings and Growth Potential 


Among knowledgeable investors, there is the impression that small businesses, as 
a group, are more volatile in earnings from year to year, and not more profitable 
per dollar of investment, than larger, well-established enterprises. The earnings 
data in table one indicate that for most of the past two years, earnings of the smaller 
businesses have been below average.’* 

The data do indicate greater volatility in the smaller categories. But no clear 
conclusions emerge in comparing profitability per dollar of investment. The above 
data are, in fact, averages whereas the growth company is an above-average prospect, 
almost by definition. Also, the accounting practices of the small businessman may 
not be as accurate as those of his larger competitors. Furthermore, salaries of the 


**In the insurance survey described below, many of the replying insurance companies stated that the 
insistence of undercapitalized borrowers on loans instead of equity capital funds constituted, in many 
cases, an obstacle to an effective financing program. Cf. Fenerat Reserve Report 13; Donham, supra 
note 3. 

*® See Weaver, Equity Financing for the Small Firm, 34 Harv. Bus. Rev. 91 (1956). 

** Some executives point out that failure to grow and keep pace with competition may lead to ultimate 
failure. Cf. Katona, How Business Meets Money Needs, Natior’s Business, Dec. 1957, p. 32. 

*7 Based on the Quarterly Financial Reports published by the FTC and the SEC. 
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TABLE I 


Annuac Rares oF Prorit on StocKHoLpers’ Equity sy Asset S1zzE {PER CENT) 





Berore FEDERAL INCOME TAXES 


| 















































Asset Size Ql 2) Q3 | Q4] Ql} Q2/} Q3 | Q4] Ql | Q2/] QB 

1956 | 1956 | 1956 | 1956 | 1957 | 1957 | 1957 | 1957 | 1958 | 1958 | 1958 

All asset sizes............ ....-| 23.8] 24.2] 20.2) 22.3) 22.5) 21.6] 19.1 16.8) 12.9) 13.9) 15.9 
Under $250 ,000..... 17.3) 24.0) 25.2) 13.0] 15.6) 19.4) 18.2) 5.5) 1.5) 9.2) 16.7 
$250 ,000 to $999 ,999....... 18.9] 22.1) 23.0) 12.8) 15.7; 19.2) 20.4) 7.4) 7.6) 12.4) 16.3 
$1 ,000 ,000 to $4,999,999. . 21.4) 21.5) 21.4] 18.9] 18.8) 19.7| 18.7) 12.2) 8.9) 13.0) 16.8 
$5 ,000 ,000 to $9,999,999... .| 22.2) 22.5) 21.3) 19.5) 18.0) 21.9} 19.7) 14.8) 11.9) 13.9] 17.8 
$10,000,000 to $49,999 ,999 22.6) 24.5 22.5) 23.3} 21.1) 21.4) 19.7} 16.8) 12.4) 14.1] 16.2 

| 
$50 ,000 ,000 to $99,999 ,999 23.4) 24.2} 23.0) 22.5) 22.0) 21.4) 20.7) 17.5) 14.3} 14.9) 17.9 
$100 ,000 ,000 to $249 999,999) 24.1) 24.5) 19.9) 24.1) 22.6) 22.0) 20.1) 19.1) 15.0) 16.7) 18.0 
$250 ,000 ,000 to $999 ,999 999) 25.4) 25.7) 20.3) 23.9] 22.1) 21.2) 19.4) 17.7) 13.9) 15.3] 17.8 
$1,000 ,000 ,000-and over.....| 25.9) 24.4) 16.6) 24.0) 27.3) 23.1) 17.7) 19.3) 14.3) 12.3] 12.3 
AFTER FEepERAL Income Taxes 

Asset Size Qi | Q2 | Q3 | Q4/} Ql} Q2/ Q3 | Q4); Ql Q2 | Q3 

1956 | 1956 | 1956 | 1956 | 1957 | 1957 | 1957 | 1957 | 1958 | 1958 | 1958 

bai ; si : mit eels caked a Aenea ss ieapeliincichoa <a 
All asset sizes » diapiescivs.s wah eee Ban) ee Roe sae 11.6) 10.5) 9.8} 6.8) 7.8) 9.0 
Under $250 ,000............. 10.3) 15.6) 15.3) 5.8) 8.4!) 11.1) 11.0) 0.7] -3.0} 4.7] 10.3 
$250 ,000 to $999 ,999 5 | 9.5) 11.5) 11.7] 5.8) 7.5) 10.0) 10.1) 2.4) 2.1) 5.7) 8.9 
$1 ,000 ,000 to $4,999,999... .| 10.6] 10.4) 10.7| 9.1] 8.9] 9.6} 9.1] 5.4) 2.9) 5.9) 8.0 
$5 ,000 ,000 to $9 ,999 ,999. 10.7} 10.9} 10.4) 9.8] 8.4) 10.1} 9.7) 7.3] 4.9) 6.4) 8.8 
$10 ,000 ,000 to $49,999 ,999 11.1) 12.2) 11.1] 11.8] 10.2) 10.5) 9.8) 8.7) 5.8) 7.0) 8.0 
$50 ,000 ,000 to $99 ,999 ,999 11.8) 12.3) 11.6) 11.8) 11.1) 11.1] 10.4) 9.2) 7.3 7.6 9.2 
$100 ,000 ,000 to $249 999,999) 11.5) 12.1 9.9) 13.0} 11.2} 11.0} 10.0] 10.1] 7.4) 8.5) 9.2 
$250 ,000 ,000 to $999 999,999) 13.2) 13.6} 10.9) 13.6) 11.8) 11.3) 10.3) 10.3) 7.4) 8.3) 9.6 
$1,000 ,000 ,000 and over... 14.9) 14.9 11.1] 15.9] 16.0} 14.0) 11.8] 13.7] 9.5) 8.8) 9.1 

sk, 


ee ee 


owners and expense allowances may be larger in proportion to total earnings than 


they would be in the case of larger businesses. Nevertheless, the investor’s unfavor- 
able general impression of small business earnings ratios and fluctuations will have 
a bearing on the price and terms of the successful offering and on the unit selected 
for financing. 


E. Problems of Presentation 

Investment sources complain of the inability of the small businessman to make an 
adequate presentation of his business so that they may determine easily whether it 
is the type of enterprise in which they will be interested. The costs of examining 
businesses are quite high. Based on past experience, most institutional investors, 
venture-capital concerns, and underwriting firms know that only a small percentage 
of applicants will interest them.’® Accordingly, the preparation of the descriptive 
brochure, as well as presentation to the right source of funds, are matters of im- 
portance. A survey of the business, adequate financial analysis (including earnings 


** See FeperaL Reserve Report 531. 















296 SMALL BUSINESS AMENDMENTS OF 1959 


projections), data with respect to the markets and competition, detailed statements 


of financial needs and relation thereof to earnings, and growth statistics and other 
support for the asserted growth potential must be carefully developed if the applica- 
tion is to succeed. 


lk. Problems of Management 


The average smal] businessman is experienced primarily in production, or sales, 
or both, and usually is not well grounded in internal finance. Many institutional in- 
vestors and underwriting firms will refuse to finance a company that does not have an 
experienced treasurer or financial advisor. Good accounting and cost controls, and 
the ability of the accounting department to develop adequate data for management 
decisions are deemed important. 

Of greater importance, perhaps, than any of the other complaints is that 
which is voiced against the strength of the management of the small enter- 
prise.’” As a normal matter, the investor wants only a passive role. He is unable, 
and it is too costly for him, to devote time to the daily administration of the com- 
pany in which he has invested. Accordingly, there must be competent management 
in depth. In many cases, management is a one-man affair, and that one man is 
spread very thin. He is often a jack-of-all-trades and can attend only to the most 
urgent problems. The ability of a business to grow can often be measured in terms 
of its management depth and calibre. 

In addition to the matter of depth to handle the daily operations, there is the 
problem of succession. A company which is dependent on one man may turn from 
a profitable to a failing operation upon the death or incapacity of that man. : Re- 
placements may not be available when the crisis arises. The refusal of management 
to fortify itself with younger men is often an effective barrier against financing. 

Various solutions to these problems may be available. Merger with similar smaller 
companies, addition of developed products, expansion of personnel, engagement of 
engineers, market specialists, and other professional experts, and similar methods may 
assist in developing a successful financial program. 


Ill 
Sources OF Funps: Private INvestors”? 


In some instances, private capital may be the only kind available to the small 
enterprise. In other cases, where there is a choice, private capital may be preferable 
to fortify management, to provide banking facilities, or for cost reasons. Usually, 
however, the smaller initial costs of obtaining private venture capital (savings of pro- 


2° Cf. sd. at 322. 

*° This section is based primarily on experiences of this writer and, in part, on a recent limited survey 
of the field contained in the Federal Reserve Report. The latter reflects interviews with 11 private in- 
vestors and 11 venture-capital funds (plus a few brokers and others). Of these, only 7 were based in 
New York. The survey is admittedly too limited for statistical purposes, and some of the answers given 
by the persons interviewed (as to control, for example) may be open to serious question. However, the 
consensus of opinion on some problems, particularly size, appears to be sound. 
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fessional fees, printing costs, and the like) will be compensated for in the basic cost 
of the private funds. 

The sources of private capital include wealthy individuals, investing syndicates or 
groups (including investment banking firms for the accounts of their partners or a 
few selected clients), closed-end investment companies, corporations seeking diversi- 
fication, and venture-capital firms. ; 


A. New Enterprises 


The unusual idea or invention may, at times, attract venture capital (either in 
equity or loan form) at inception of the enterprise, if the promised reward appears 
great enough and its realization reasonable of anticipation. Businesses with dramatic 
electronic and military inventions, or in the fields of shipping, mineral exploitation, 
manufacture of aircraft rockets and related items, automobile-parking devices, 
unusual industrial items, and many others have been financed before the success of 
the device was proved. Each case is a separate problem, and few generalizations, 
if any, can be drawn from a cross section. The inventor or owner with no funds may 
find it necessary to part with control in exchange for living expenses and funds for 
development. Usually, a prototype of the invention must be developed to lure the 
capital, and the inventor who requires funds to build the prototype is, indeed, in a 
difficult position (although, on occasion, even that kind of financing can be found). 

During the past decade or more, at times when the country’s speculative fervor 
has been great, many new enterprises have been financed by small public offerings, 
often on a basis substantially more favorable to the owner than would have been 
accorded to him by knowledgeable private investors.2* However, the resultant high 
incidence of failure, not fully appreciated initially by the public investor, has effec- 
tively reduced the number of prospective investors in this type of speculation as 
each cycle has run its course. Only under unusual circumstances will the established 
financial firm today lend its name to such public offerings of new enterprises. 


B. Established Enterprises 


Private capital is more readily available for the enterprise with some record of 
earnings. The earnings potential must be substantial, and many sources require the 
company to be of sufficient size to merit an investment in excess of $100,000 (some 
sources require a minimum of $250,000), because of the expense of investigation and 
other factors.2* The private investor will often insist upon a position which will 


*. Such offerings are usually made under SEC Reg. A, and offerings of this type, often of securities not 
suitable for the public investor, have brought Reg. A into some disrepute. There has been some con- 
fusion between the problem of the small Reg. A offering and the financial problems of the small busines 
community generally. Cf. Feperar Reserve Report 539. Some persons have contended (because of 
speculative excesses) that small business offerings are all of doubtful validity. Others have concluded 
that the way to solve the financial problems of small business is to “liberalize” Reg. A (in substance 
eliminating substantial requirements as to disclosure). Neither conclusion is sound. 

** A partner in the J. H. Whitney & Co., a leading venture-capital concern, stated in a speech before 
a session of the American Management Association on December 2, 1958, in New York that in the past 
12 years, his concern had considered 7,000 enterprises or projects, but had made investments in only 
50 of them. 
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enable him to move quickly to protect his investment. This may require a shift of 
control under specified adverse conditions. 

On occasion, private financing is supplied by investment firms or partners of in- 
vestment firms who see prospect of an eventual successful public offering at a higher 
price and are willing to invest funds for a period until the company can be developed 
to public offering status. In such cases, the company or the principal stockholder will 
be able to sell less than a majority interest. At times, however, such deals, which 
have started with the sale of minority interests, have involved the sale of majority 
control before the public offering stage was reached. The investor must hold himself 
ready to provide all financing necessary to bring the company to the public offering 
stage. The increase in investment is not always voluntary. 

As a general matter, private investment in the small business is viewed by the 
investor as a prelude to a public offering and resulting liquidity. The initia! invest- 
ment, however, is “frozen,” since no market then exists. The period of “freeze” to 
which the venture-capital firm or investing group will submit varies from case to 
case, but it may run from two to five years. Some of the venture<apital funds estab- 
lish as a goal a twenty per cent capital gain per year of investment,” but that goal 
is not often reached. 

In order to provide the investor with a capital gain opportunity, he must usually 
receive stock, or stock options, or both. On occasion, he may accept notes or bonds 
for the face amount of his investment, together with a substantial block of stock, 
options, or warrants for his potential capital gain. As is true with respect to other 
sources of capital funds for the small business, debt securities alone usually will not 
attract funds from private investors. 

The small enterprise may sometimes be able to solve its problems by merger 
with a larger, well-established organization interested in diversification or in supple- 
mentary facilities or products. Such larger companies may pay more for an acquisi- 
tion than any other source. Continuance of existing management can usually be 
assured by agreement, but control of the enterprise often passes to the acquiring 
corporation. 


IV 
Sources of Funps: INstrruTIoNAL Lenvers”* 


One of the important financial developments in the past twenty years has been 
the growth of life insurance companies as the principal buyers of corporate debt 


** Cj. Feperat Reserve Report $36. 

** The data in this section are based primarily on information collected by the writer in a survey 
of insurance companies conducted in September and October of 1958. The principal source of industrial 
loans to small business has been the life insurance companies, many of which are looking to the field 
for the first time. Hence, only life insurance companies were surveyed. Inquiries were directed to 80 
companies (constituting substantially all) with admitted assets in excess of $100,000,000 and about 
20 with assets less than that amount. Replies were received from 75% of the insurance companies. 
Inquiries were supplemented by several personal interviews. In addition, reference has been made to 
Lure Insurance Association oF America, SurvEY oF Lire INsurRANCE Loans To BusINEss AND INDUSTRY 
(Joint Investment Bull. No. 321, 1957) [hereinafter referred to as LIAA Srupy], covering 67 companies 
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securities. Private placements’ (nonpublic offerings) of corporate debt have risen 
from $1,004,000,000 in 1945, constituting 20.7 per cent of all corporate*debt issues, to 
$3,389,000,000 in 1956, constituting 38.6 per cent of all corporate debt issues sold in 
that year. In 1957, insurance company purchases accounted for ninety per cent of 
total private corporate debt placements, and for the period from 1953-56, the insurance 
companies acquired about five-sixths of all such private debt placements.” 


A. Size of Borrower and Loan 


Although there are practical minimum size standards, the primary inquiry of 
the insurance lender relates to growth potential, stability, management, and com- 
petitive and market factors. A good risk may be below any rule-of-thumb minimum. 

Of the country’s eighty insurance companies with assets exceeding $100,000,000, 
almost half have indicated that they have a policy of making industrial (nonreal 
estate) loans to businesses that may properly be considered in the small business 
category. The minimum sizes of loans and borrowers depend, in part, on the 
location of the borrowing company in relation to the lender; in part, on the facilities 
which the lender has established to sift applications and examine prospective bor- 
rowers; and in part, on the strength of management and other factors peculiar to each 
borrower. Money market conditions are also important. 

Several of the insurance companies indicate that they will make industrial loans 
as low as $100,000 (and in a few instances, below $100,000). The others interested in 
loans to small business have indicated that they will lend ia amounts of $250,000 and 
more; a few have minimum loan limits of $500,000. 

The minimum size of the borrower is not determinable with any certainty, but 
borrowers with less than $250,000 to $350,000 of net worth find it very difficult to 
borrow from insurance companies. Most companies appear to prefer borrowers with 
total assets in excess of $1,000,000 and posttax annual earnings at or above the 
$100,000 level. 

The foregoing reports of lending policies in 1958 may be compared with the 
analysis of life insurance company industrial loans in 1953-56 in table two.” 

A comparison of industrial size statistics with the above loan analysis indicates 
that only the upper part of the small business community has been receiving in- 
dustrial loans in a proportion commensurate with its asset position. The business 
community has been analyzed from the asset viewpoint in table three (based on 1953 
tax returns).?® 


with 77%, of total life insurance assets. Such data were supplemented by reference to 2 Dewine, op. cit. 
supra note 13, at 1107-21; E. R. Corey, Direct PLaceMENT oF Corporate Securities (1951); FEDERAL 
Reserve Report 512-24; and 24 SEC Ann. Rep. (1958). Note and loan agreements and other forms from 
the files of the writer and of other law firms and financial institutions were inspected and analyzed. 

°° LIAA Srupy; 24 SEC Ann. Rep. (1958); SEC Statistical Bulletins. 

** Companies below $100,000,000 indicated no interest in industrial nonreal estate loans. 

*7 LIAA Srupy tables A-2 and A-4. 

** Feperat Reserve Report 168-60. 
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TABLE II 


INsURANCE Company Loans 








= = —<—<— —————= = = —== = = —— eee 
1953 1954 
| Average | | Average 
Asset Size of Obligor Amount of | Size of Per cent | Amount of | Size of | Per cent 
(Millions Loans Loan of Total Loans | Loan of Total 
Thousands | Thousands 
Under $1 $ 6,517 $ 163 a $ 7,365 | 8 153 oO 
$1 to $2 30,739 530 1.1 21,459 | §23 8 } 
$2 to $5 85.717 779 3.1 88037 616 3.4 
$5 to $10 146,447 | 1,285 §.3 143,171 | 967 | 5.4 | 
$10 to $50 $40,516 1,907 15.9 661,699 2,290 25.2 
$50 to $100 304 ,874 2,849 11.0 249,446 | 2,835 9.5 | 
$100 to $500 777,916 2,749 28.0 713,136 | 3,984 | 27.2 
8500 and over 983 , 760 6,306 35.4 740 , 162 6,220 | 2.2 
‘ hed ow intent SS 
1955 1956 
\—-------— 
Average Average 
Asset Size of Obligor Amount of | Size of Per cent | Amount of | Size of | Per cent 
(Millions Loans Loan of Total | Loans | Loan | of Total } 
a _ aa .| . . eiidth en - a I sccatininepimialemasetl 
Thousands (Thousands 
Under $1 % 5,746 | 8 185 | 2 6,509 | 8 224 | = 
$1 to $2 22,954 | 383 9 | 23,133 | 454 | z 
$2 to $5 109 623 | 850 4.1 | 133,702 | 955 | 3.9 
$5 to $10 151,271 | 1,201 | 5.6 | 184 965 1,321 | 5.4 
$10 to $50 650,408 | 1,891 24.3 687 ,732 1,926 20.3 
$50 to 3100 324,120 1,884 12.1 569,749 | 3,063 | 16.8 
$100 to $500 | 1,098,145 | 4,673 41.0 | 1,128,725 | 3,300 | 33.3 
$500 and over 316,450 | 2.416 11.8 656,451 | 3,907 19.4 
| oa, 
Slightly more than ten per cent of all industrial loans by life insurance com- 
panies during the 1953-56 period were to companies with assets under $10,000,000. 
Based on the above statistical sample, it may be concluded that companies in that 
size category held 34.1 per cent of total corporate assets during 1953. A similar com- 
parison of loans and assets with respect to companies with assets between $1,000,000 
and $5,000,000 indicates a closer correlation. Companies of that size owned about 


g.8 per cent of total corporate assets and received about 4.5 per cent of the non- 
mortgage loans by life insurance companies during the period. In the area of 
$5,000,000-$10,000,000 of assets, the correlation between asset position and total loans is 
remarkably close. Companies of that size accounted for 5.5 per cent of total assets 
and received 5.4 per cent of total loans. 

In addition, the insurance companies loaned over $4,250,000,000 to business and 
industry on mortgage loans in the period 1953-56. An analysis of al! such loans in 
terms of size of borrower is not available, but an analysis of about one-third 
of the loans indicated that approximately sixty per cent were made to borrowers with 
less than $5,000,000 of assets.”® 

The complaint of lack of loan funds comes principally from the multitude of 


** LIAA Srupy table C-2 
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TABLE III 
Asset Position 




















Asset Size Number 
Total Assets (Per cent of total) (Per ce cent of total) 
Under 850 ,000 iene 5.7 


| 
$50,000 - $100,000............ 2.8 
$100,000 - $250,000......... 4.0 
$250,000 - $1,000,000......... 6.4 
$1,000,000 - $5,000,000... .... 9.8 
$5,000,000 - $10,000,000... ... 5.5 
Above $10,000,000............ 65.9 snc 


COoHNws 
— om wm CO me Cr bo 


prospective borrowers at the lowest end of the business scale. The insurance com- 
panies contend that such borrowers are not able to meet the standards which they 
must observe. Many applicants with less than $1,000,000 in total assets, and almost 
all those in the area under $250,000 of total assets, are said to lack the characteristics 
of a sound borrower not because of size alone (although size in the lower levels is 
increasingly important), but because of their inability to meet standards with 
respect to earnings, stability, management, and the like which the lenders are required 
to observe. Furthermore, loans to companies at the lowest end of the scale usually 
are not profitable to the lender. The difference between the maximum interest which 
the insurance company will charge and the interest rate of higher-grade loans is not 
sufficient either to measure the risk*® or to compensate for increased costs. 


B. Other Limitations and Considerations 

No general pattern of area or type restrictions is discernible in the analysis of loan 
policies. Some companies will lend on a nation-wide basis, except that an isolated 
loan in an area where the company has no other business must be of sufficient size 
to justify the expense of examination and supervision. Others restrict themselves 
to the area adjacent to the lender’s home office or to the area where the lender's in- 
surance business is conducted. A few companies exclude loans to certain industries. 

Where the applicant is attempting to remedy undercapitalization by overborrow- 
ing, a limited public offering may supply the capital necessary to satisfy the insurance 
companies, and the fact that the insurance company is willing to make a loan to 
such a company may facilitate the public offering. 

Many of the insurance lenders are interested in inflation hedges such as options, 
warrants, conversion features, and the like. Such considerations, at times, may in- 
duce the making of a loan which is not competitive solely on an interest basis. 
On occasion, preferred stock will be purchased. 

Generally speaking, loans exceeding one-third to one-half the amount of the 
borrower’s net worth are frowned upon. Interest coverage (ratio of operating earn- 
ings to total interest requirements) of at least four times (some companies indicate 


** Most recognized leaders, particularly in the institutional field, will not permit a rate substantially im 
excess of 6%. Cf. Fepenar Reserve Report 15. 
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much higher) may be insisted upon. Most companies require a ratio of at least 1.5 
in the relation of past average operating earnings to postfinancing annual interest 
and sinking fund charges. Other ratios (total debt to cash earnings available for 
interest, term debt to fixed assets, current assets to current liabilities) may also be 
considered important. 

The borrowers must expect to have restrictions imposed with respect to executive 
salaries and expense accounts. If the loan is an unsecured loan, it may be expected 
that mortgages and liens will be prohibited, with specified exceptions, in order that 
the company may not mortgage its property to the detriment of the unsecured lender. 
Dividends may be prohibited; and minimum working capital and maximum per- 
missible borrowings may be specified. Restrictions on working capital, borrowings, 
liens, asset acquisitions, and other similar matters must be carefully screened, so as 
not to hamper the company’s growth. Restrictive clauses, as well as interest rate 
and principal amount, lend themselves to some “horse-trading.” 

Development of the loan presentation requires time and effort, as well as expense. 
Financial data for ten to twenty years will be required. The purposes of the loan 
must be carefully worked out in collaboration with the borrower's accountants. 
Market surveys and engineering studies may be useful. In comparing the cost of 
the insurance loan with the cost of the public offering, the expense of this examina- 
tion must be taken into account. Private placement costs may also include finder’s 
or loan broker’s fees, as well as legal, accounting, and printing costs. 

The private placement has certain advantages over the public offering. Negotia- 
tions are direct with the lender, so that the deal can be tailor-made. Furthermore, at 
a time when public markets may be volatile, the commitment of an institution will 
be more secure than the prospect of proceeds of a public offering. Also, some com- 
panies which do not meet the public requirements of growth potential may find a 
more sympathetic response in the institutional lender. And in the event of a default 
or need for variation in terms, modifications of the contract may be sirmpler than 
in the case of publicly-held debt.» The out-of-pocket costs of a private placement are 
usually somewhat less than those of a public offering. Registration costs are saved, 
and legal, accounting, and printing costs are reduced. 

Summarizing, institutional loans can be a source of long-term loans to a part 
of the small business community. Insurance companies vary greatly, but a number 
of them will consider loans as small as $250,000, and several will consider loans in 
the area of $100,000 or below. Usually, acceptable borrowers will have net worths 
not less than $250,000 to $350,000. Management, type of business, nature of product, 
and other similar factors will have an important bearing on the treatment of the 
loan application. Costs will be less than those encountered in the case of public 
offering. Some insurance companies are interested in inflation hedges, but none will 
accept such features as justification for a loan to an undercapitalized borrower. 


™ Cf. a Dewine, op. cit. supra note 13, at 1112. 
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V 
Sources oF Funps: THe Pusiic Orrerinc*” 


Public securities offerings of small businesses are usually in some form of stock or 
in bonds convertible into stock (or with stock warrants attached). Combinations of 
stock and debentures or mortgage bonds may also be salable, but in general, the 
small business has only limited access to the public corporate debt market, as such. 
Investors view the small business company primarily as a source of equity investment 
for capital gain. 


A. Advantages of Public Offering 


The primary reason for a public securities offering is to raise funds for the opera- 
tions or expansion of the issuer. (“Secondary offerings” by stockholders in the first 
instance, before a public market has been established, are not viewed with favor 
by many underwriters, although the exceptional case recurs. At times, a combina- 
tion primary and secondary offering may be made.) In addition to obtaining capital, 
there are other advantages to be realized by a public offering. The establishment of 
a market is of advantage to the company’s credit, as well as to its stockholders who 
may desire to improve the liquidity of their holdings.** At times, securities can be 
sold to the public on terms and at prices more favorable than those available in a 
private offering. 

Furthermore, a company with public stockholders may be controlled by man- 
agement with substantially less than a majority position. In addition, once a public 
market is established, the company will be able (except at times of stress or un- 
favorable operating results) to raise funds more easily than before. 


B. Size and Nature of the Issuer 


Attractive growth companies, with recent average annual net earnings not less 
than $100,000 to $150,000 and net worths above the $400,000-$500,000 level, are the 
issuers of most of the better small offerings, but in some instances (particularly in 
the Regulation A offering described below), net worths and earnings are smaller 
than those amounts. Earnings, in fact, vary widely; at times, an absence of earnings, 
or a loss, does not prevent an offering. Size of total assets is not a discernible stand- 
ard. 

Fads in industries, as well as in types of securities, are apparent. Economic or 
financial developments, from time to time, increase the popularity of one industry or 
another; and such developments are often reflected in the public offering statistics. 


*? The discussion in this section is based in part on an analysis of about 350 prospectuses for issues 
(other than those of utilities) under $3,500,000 sold during the period 1956-58, constituting substantially 
all the issues of that size advertised during that period in the Wall Street Journal and Investment Dealers 
Digest. Reference has also been made to 1 Dewinc, op. cit. supra note 13, at 290-308; 2 id. at 1019-140: 
Grorce J. Leness, ET at., New Money For Business (1956); Fourke, op. cit. supra note 8. The dis 
cussion relates to nonutility companies. 

** Recent amendments to the tax statutes permit payment of inheritance taxes over a 10-year period, 
which may reduce the pressure by stockholders for marketability. INT. Rev. Cope or 1954, § 6166. 
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But analysis of successful offerings indicates that few, if any, legitimate industries or 
types of companies are to be deemed excluded from the market if the issuers possess 
the right combination of attractive features signalling growth potential. 


C. Approaching the Underwriters 

To the inexperienced, the financial community may appear to be a monolithic 
structure, operating more or less efficiently to transmit public investment to the 
users of capital. Under the microscope, however, it resembles an anthill, alive with 
thousands of ants, different in size, color, and function. “Wall Street,” as a descrip- 
tion of the nation’s financial center, consists of intermediaries and lenders, banks 
and brokerage houses, and numerous other specialists in the financial business, func- 
tioning from coast to coast. There are almost 4,000 firms of securities brokers and 
dealers, most of which specialize in various functions or types of securities or issuers. 
The New York Stock Exchange has 1,348 regular members, of which perhaps half or 
less represent the “wire houses,” or major securities brokers as the public knows 
them. These same firms constitute the bulk of the 499 regular members of the 
American Stock Exchange. Several well-known underwriting firms are not members 
of any exchanges. 

For our purposes, securities dealers or brokerage houses may be divided among (1) 
the trading houses, (2) the firms primarily interested in wholesale or retail distri- 
bution of “seasoned” issues or issues originated by others (including firms that 
specialize in mutual funds or investment company securities) and (3) firms which 
originate issues (and which may also function as trading or distribution houses). 
Many houses are interested only in bond distributions; others will not sell the securities 
of a company below a certain minimum size which may, in fact, be quite substantial 
from the viewpoint of the small businessman; and still others specialize in securities 
of one or more specified industries (¢.g., chemicals, rails, etc.). Many securities firms 
of excellent repute and substantial size are interested in small business growth situa- 
tions. 

The underwriter who originates and distributes new issues is a securities mer- 
chant. It is his function to package the security in an attractive package and find 
the right buyers. The successful underwriting firm performs a function similar 
to that of the lending institution—it culls out the inappropriate and prepares the 
appropriate issues for public sale. It assists in transforming public savings into busi- 
ness capital. 

A proposed offering must compare favorably with similar issues previously 
marketed if it is to be received sympathetically. The underwriter will examine the 
proposal to determine whether the offering is of the kind and size that his customers 
(and those of his associates) will purchase, and whether the time is ripe for market- 
ing the issue. The presentation must include data to indicate the adequacy of the 
financing sought. Underfinancing must be avoided, since it may leave the company 
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without funds to realize its goal at a time when other funds may not be available. 
Overfinancing may render the issuer unable to earn a fair return on its total capital. 

Once the underwriter has determined to originate, or buy the issue, “horse 
trading” results, leading to an understanding on the kind, price, and amount of 
securities, the underwriting discount, and many other matters. The underwriter 
will insist on collaborating with the company and its advisors in designing the 
right capital structure for the company’s needs. 


D. Valuation of the Enterprise; Price-Earnings Ratios 

In order to determine the price of the stock (or the conversion price of bonds), 
as well as the division between the public and the “inside” stockholders, the issuer 
must be evaluated. In no aspect of the transaction will there be wider disagreement 
than in the valuation of the enterprise. A practical solution of the problem may be 
accepted by the company’s management as part of a broader agreement; but often 
the difference in point of view persists permanently. A part of the difficulty stems 
from the differences in experience, standpoint, and approach. The businessman 
who has spent a number of years in the development of the enterprise has a feeling 
for his business that few can share. The underwriter and the institutional loan 
officer, who evaluate businesses as a part of the everyday transaction of their affairs, 
operate largely by financial rules, concepts, standards, and judgments, not always 
capable of articulation, which the businessman usually does not understand. 

Fundamentally, the value of a share of stock lies in the participation which it 
affords in the future earnings of the company.** The investor in the going concern 
does not intend to purchase a part of an enterprise to be liquidated,*® or of real estate 
or other physical assets. Hence, book values, good will, plant condition, and similar 
factors which the owner of the enterprise may consider of great importance are not 
principal criteria for determining the value of the going enterprise; they are of sig- 
nificance only, or primarily, in their relationship to future profits.** 

Different views may be taken of earnings and values for different purposes. The 
sale of an entire business may be based on one set of standards; the sale of a minority 
bloc of stock may be based on another; and the sale of a controlling interest on a 
third. The persons who buy a going concern, “lock, stock, and barrel,” will value 
it, in part, in terms of their own conditions and the special emoluments they antici- 
pate. Cost savings, overhead reduction, loss tax-credits, salaries, and other items may 
have an important effect on estimated earnings, and hence on the price they are 
willing to pay. A company engaged in expansion for diversification or production in- 
tegration may, at times, put a higher valuation on the enterprise than the public. On 
the other hand, a knowledgeable buyer may be unwilling to accept the public ap- 
praisal. 

The past record is important primarily as an indication of trends and future 


** Cf. 1 Dewine, op. cit. supra note 13, at 287. 
** Although, on occasion, this type of investment is sold. 
** Benyamin GranamM & Davip L. Dopp, Securiry ANALYSIS 429, 491 (1934). 
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earnings. By itself, however, it is not the basis for sound conclusions as to earnings 
potentials. These can be guessed at only after an examination of ail important aspects 
of the business, including other financial data. 

In connection: with the determination of past earnings, the calibre of the com- 
pany’s accounting department and the policy underlying the keeping of its records are 
important. To the small businessman on his way up, accounting records may not 
be a major concern, except as a basis for tax reports and collection of accounts. Over- 
liberal attitudes toward expenses and overconservative attitudes toward assets and in- 
come lead to problems in appraisal of earnings and differences of opinions as to 
the true earnings potential of the company. Auditors will be bound by facts then 
available, and the underwriters will relate their thinking to earnings as certified 
by reputable auditors. They will usually not make allowance for asserted earnings, 
unless reflected in data usable in the offering prospectus. 

Undoubtedly the most important single factor in the determination of potential 
earnings and in the estimate of value of the usual small business—manufacturing, 
finance, service, etc.—is the calibre of management. Small companies are relatively 
speculative. They are valuable because of growth potential, which, in turn, is de- 
pendent, in good part, on the ability of management. Management may be more 
important in that type situation than in the case of an enterprise, such as a water 
company, where earnings are dependent to a larger extent on fixed assets and 
monopoly position. Other factors affecting the determination of future earnings 
would be, principally, stability of the market for the company’s product (well- 
advertised brands vs. unbranded merchandise), patent structure, area limitations and 
dependence on local economic conditions, position of the enterprise vis-a-vis competi- 
tion (including consideration of product development research policies), labor condi- 
tions, and general economic potential. 

When the potential average earnings in the proximate future have been deter- 
mined, the value of those earnings is estimated by applying a ratio or factor. For 
example, a company with earnings (after taxes) of $100,000 may have a value of 
$600,000. The ratio of earnings to value is 6:1 in such case. To this valuation of 
earnings, modifications or adjustments may be applied for special circumstances. 
Nonearning assets, or excess working capital must be evaluated. Under or over- 
capitalization must be considered in relation to prospective returns. The final result 
is the value of the enterprise for purpose of public offering or private investment. 
Price per share is an arithmetical derivative of the valuation. 

The price-earnings ratio may vary from time to time and industry to industry. 
It is a reflection of the estimate of the evaluator of a fair investment return at that 
time and the risk involved in obtaining such a return from that enterprise. The 
ratio may reflect general thinking in the financial community as well as comparison 
with the price-earnings ratios of similar companies. A “seasoned” stock, even with 
characteristics similar to those of the new company, may command a higher price 
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in the market, and appropriate adjustments must be made for the difference in 
situation. 


While the appraisal is, in good part, a personal determination of the proposed 
underwriter, it is made with a view to public acceptance of the security to be sold. 
Such acceptance will be influenced by the estimates of analysts and advisors in the 
firms, institutions, and others who may be called upon to participate in the dis- 
tribution. They are familiar with the basic concepts and standards which guide 
the underwriter; and each will make his own appraisal of the investment value of 
the security. 

Almost by definition, price-earnings ratios do not lend themselves to generaliza- 
tion. Higher ratios (higher prices) are sometimes found for smaller companies than 
for those larger in asset size. The ratios will vary from issuer to issuer, even at the 
same point of time. A comparison of five issues sold within a few weeks of each 
other by well-regarded, top-flight underwriters in the fall of 1958 illustrates the varia- 
tions. The issuing companies had net worths of $360,000, $1,250,000, $1,400,000, 
$2,000,000, and $3,000,000, respectively; and indicated current annual earnings (after 
income taxes) in the area of $100,000, $300,000, $800,000, $400,000, and $600,000, re- 
spectively. The companies were engaged in the manufacture of electronic items, 
chemicals, medical equipment, and building items. Price-earnings ratios (in rela- 
tion principally to current earnings) ranged from 5:1 to 18 or 20:1. The smallest 
company (electronics), with the most limited earnings record, obtained the highest 
price for its stock; the largest (medical equipment) obtained an intermediate price; 
and an intermediate-sized company, the lowest price. If three years’ average 
earnings were used as a base, the spread was from 5:1 to almost 50:1. A similar 
analysis of a group of companies in January 1959 revealed the same striking differ- 
ences. The ratio of current or recent earnings io offering prices is not, of course, a 
reflection of the full valuation formula. In each case, there were presumably various 
reasons for the ratio and resulting price—reasons which others might weigh differ- 
ently. However, rules-of-thumb by authoritative writers, using ratios of four to 8% 
times (twelve to twenty-five per cent or higher returns),*" depending on degree of 
risk, are subject to question. Ratios of eight to twelve times used by the Securities 
and Exchange Commission in its evaluation of enterprises (other than electric and 
gas utilities) for reorganization purposes*® reflect the conservative approach of the 
financial expert for reorganization purposes, and not necessarily the attitude of the 
businessman who runs as he reads and who is dealing with growth and optimism. 


E. Interest Coverage and Size of Issue 


Variations in interest coverage of bond issues are also substantial. Interest cover- 
age of a finance company issue may be as low as 1.2 times; for a manufacturing 


*" y DewINe, op. cit. supra note 13, at 388 ef seq. 

** See In re Northeastern Steel (1957), Corp. Reorg. Release 107 (8 times); Im re Muntz TV, Inc. 
(1955), Corp. Reorg. Release 95 (8% times); Im re Chicago and West Towns Ry., Inc. (1953), Corp. 
Reorg. Release 92 (12% times). 
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company, it may be ten times. As to size of issue (stock or bonds), most under- 
writing houses object to offerings in an amount in excess of the then capital struc- 
ture, but there are numerous exceptions. 


F. Costs 

There are there major elements of cost to the seller of the issue: (1) compensation 
to investors, (2) compensation to underwriters, and (3) other expenses (professional 
fees, printing costs, and the like). In the case of term financing, the largest cost 
is the interest paid to investors. Compared to that cost, initial distribution charges 
are not of major significance, when spread over the life of the issue. For example, 
a relatively high initial cost of fifteen per cent for distribution of a fifteen-year bond 
issue adds only one per cent to the average interest cost. A saving in the indicated 
coupon rate, as compared with other similar issues, may, in fact, make the issue a 
low-cost rather than a high-cost offering.*® Total costs will depend more on the 
timing of the issue and money rates than on out-of-pocket expenses, and may vary 
drastically, from time to time, in relation to economic swings. 

The true cost to the issuer of stock issues (and certain securities convertible into 
stock) is the difference between the “fair market value” of the stock sold and the 
net proceeds per share received by the issuer (or the selling stockholder). “Fair 
market value” may be best defined for this purpose as the price at which a willing, 
well-informed buyer and an equally willing and well-informed seller will con- 
summate a sale. 

Where the issuer receives a higher net price (after all costs) than accepted value 
standards would entitle him to, it may be contended that the cost of the distribu- 
tion is borne by the investor, not the seller. Conversely, of course, an underpriced 
stock may be excessively costly to the seller, even though underwriting charges and 
other costs per dollar of proceeds are at the lowest end of the scale. Hence, analyses 
and comparisons of securities costs are not precise. The speculative tenor of the 
market, passing market fads, and changing economic and financial factors will have 
a significant bearing on the current dollar cost to the seller. 

Public distribution costs of registered issues have been surveyed by the Securities 
and Exchange Commission. The data in table four, for selected years in the period 
from 1951 to 1955, indicate that by percentages of total proceeds, distribution costs 
are greater for the smaller issuer than for the larger, for stock issues than for bond 
offerings, and for manufacturing and mining companies than for utilities.*° 


** E.g., in September 1958, Sears Roebuck and Company sold $350,000,000 of 25-year debentures 
at an underwriting cost of 7%%. Within a few weeks, the issue was selling at a 5% premium. It is 
arguable that the issue was underpriced and that the cost was extraordinarily high as compared with 
other issues at the same general time. 

*°See Feperat Reserve Report 298. A resurvey in 1957 appeared to indicate somewhat lower 
percentage costs at the lower end of the size scale, but the sampling was small and conditions were dis- 
similar, so that the comparison is of doubtful validity. The decrease in the high-cost uranium issues and 
high market levels may have been contributing factors. 
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TABLE IV 


CoMPARISON WITHIN INDUsTRY—IssUER Groups oF Cost oF FLOTATION OF 
REGISTERED SECURITIES 
BY TYPE AND SIZE OF ISSUE 
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Note: Average cost of registered securities offered to the general public through investment bankers in 
1951, 1953, and 1955. 

Sources: SEC, Cost oF Fiotation or Corporate Securiti£€s, 1951-1955 (1957); Feperat Reserve 
System, 85TH Conc., 2p Sess., FINANCING SMALL Business 290 (Comm. Print 1958). 





A similar survey by the Securities and Exchange Commission of average under- 
writing cost during the 1951-55 period revealed the data in table five. 

An examination of prospectuses in 1958 for issuers with net worths in the 
$1,000,000-$3,000,000 class disclosed underwriting commissions, in general, of from 
seven to fifteen per cent for stock issues, and from five to ten per cent for debt 
issues (usually convertible debentures or unit offerings). A similar examination of 
prospectuses for 1956 and 1957 indicated the same spreads, but there were numerous 
exceptions in each year. A survey of issues in the $300,000 class (Regulation A issues, 
discussed below—not including small issues by large companies or those with estab- 
lished markets) indicated underwriting commissions ranging from ten to twenty 
per cent, with most issues in the fifteen-to-twenty per cent class.*' In all periods 
referred to, compensation to the underwriters in the form of stock or options have 
not been considered because of statistical difficulties. Such compensation is, at times, 
of importance. 

“* A survey by the Securities and Exchange Commission of Reg. A costs in the 1951-55 period appeared 


to indicate that total percentage costs were less than those of some registered issues, but the sampling 
is small and the statistics are open to question. Cf. Feperar Reserve Report 299. 
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TABLE V 


CoMPENSATION TO UNDERWRITERS FOR SELLING REGISTERED SECURITIES 
BY INDUSTRY—ISSUER GROUP AND SIZE OF ISSUE 
Compensation as percentage of total flotation costs 
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System, 85TH Conc., 2p Sess., Financinc SMALL Business 294 (Comm. Print 1958). 

Variations in rates are accounted for, in part, by timing and the type of issue and 
issuer. Difficulty of distribution is also a factor in costs. Underwriters contend that 
new issues of small companies are more difficult to sell than accepted issues in varying 
degrees, and that to induce dealers and salesmen to engage in the distribution of the 
unseasoned issue rather than the more easily sold mutual funds and other seasoned 
issues, it is necessary to compensate them on a competitive basis. 
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Variations in underwriting rates may be dependent on other factors, as well. 
A market glut of new issues will force underwriting rates up. On the other hand, 
at a time when the market is involved in a speculative surge and competition for good 
issues is keen, good trading and knowledge of available sources can often result in a 
saving of underwriting costs. 

Other costs include, principally, professional fees and printing costs, and vary 
from case to case, depending on the work required. The work involved does not 
relate to the size of the issue. Such costs may be six or seven per cent for the $500,000 
to $600,000 issue, four or five per cent for the million-dollar issue, and proportionately 
less as the size of the issue increases. Professional fees in substantial amount often 
result from the necessity for setting the issuer’s house in order, a service required 
in any event and related to the public offering only in point of time. 


G. Underwriting Agreement 


Having negotiated the terms of the financing and the price of the security (the 
definitive offering price is usually agreed upon at the last moment before offering), 
the parties and counsel, principally the latter, develop the terms of the relatively com- 
plicated “underwriting agreement.” Preparation of the necessary audit, legal and 
offering documents, registration statement, and other reports, together with the 
period required for registration under Securities Act and state “blue sky” laws, will 
consume two or three months or more. During that period of time, although there 
will be an understanding on the details of the transaction, no agreement will be 
signed, or in any event, no legal liability will be assumed by the underwriter. Only 
when the securities are available for delivery will the underwriter agree to purchase 
them. The closing or payment date will usually follow the public offering by a few 
days; the public offering will usually be made as soon as possible after the effective 
date of the registration statement. 

The practice and policy of underwriting houses not to commit themselves until 
immediately prior to the public offering is uniform and well-established among sub- 
stantially all underwriting firms. The underwriters contend that financial markets 
are so volatile that no underwriter can agree to stand by for the duration of the 
preparation period. An issue is negotiated against the background of specific eco- 
nomic and financial conditions. Price and terms are set in that context. The under- 
writer has no way to hedge such a commitment, as is done in many other fields. 
Finally, all brokers and dealers must maintain a prescribed ratio of net worth to total 
obligations. Accordingly, they refuse or are unable to immobilize substantial 
amounts of capital for long periods. 

In any event, the prospective issuer will find that he must undertake the prepara- 
tion of the issue without a binding contract for the sale of the issue until just before 
the public offering date. However, the issuer’s prospective “exposure” to expense 
before offering is usually not an item of major size; it is determinable and can be 
circumscribed within reasonable limits. The issuer may often rely on the moral 
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obligation and economic incentive of the underwriter to complete the issue, if possible. 
The reputable house will make the offering under any but the most adverse circum- 
stances, even to the point of losing its profit or sustaining a minor loss, in order 
to prevent a fiasco. An unsuccessful transaction is a blot on the reputation of the 
underwriting firm; and it will also be out of pocket if the issue fails. 

Underwriting contracts vary in tenor from the commitment which becomes firm 
on signature of the contract, subject only to a holocaust, such as war, etc., to the 
contract at the other end of the scale, the “best efforts” agreement, which does little 
more than obligate the underwriter to use his “best efforts” to sell such part of the 
issue as he can. In the case of the weakest “commitment,” the underwriter must, 
in any event, purchase all, or a specified portion, of the issue, if he is to purchase any; 
in the “best efforts” agreement, the underwriter may “take down” whatever he sells, 
and there is no penalty for failure to sell all or any substantial part of the issue. A 
“best efforts” agreement may be justified where the record of performance of the 
underwriting house is good, but its capital is limited, and where, as in the case of a 
finance company, any significant portion of the offering can be put to use profitably. 
It should not be used where a minimum amount of proceeds is essential for the 
issuer’s program. 

Although the issuer will deal with only one underwriter, often the underwriter 
will not distribute the issue by himself. In the “commitment” transaction, he will 
usually form a syndicate or a group of underwriters. The underwriting agreement 
will be so drafted that each member of the syndicate agrees directly to acquire a 
specified portion of the issue. 

In addition to the commitment or “best efforts” clauses, the underwriting agree- 
ment is a complex structure containing many other provisions. It prescribes the 
kind of security to be sold, the selling period or consummation date, and the under- 
writing discount to be paid. It includes representations by the company as to its 
corporate structure, condition and financial data, an undertaking to prepare and 
file a registration statement which shall be accurate, agreements by the company 
to indemnify the underwriter (and by the underwriter, to indemnify the company) 
against misrepresentations in the prospectus, agreements for payment of expenses 
(the issuer usually pays the fees of the counsel for the underwriter), covenants with 
respect to qualification under “blue sky” laws, and many other items. Salary and 
dividend limitations may be required to make the issue marketable. As a usual 
matter, the underwriter will reserve the right of preference or first refusal in con- 
nection with future sales of securities, public and/or private, and the agreement 
will provide that the underwriter shall be entitled to representation on the board of 
directors and to receive current financial and other data with respect to the company. 
On occasion, the underwriting agreement provides that the underwriter shall receive 
options or warrants (but this may not be permissible in certain states). During the 
period of the public offering, and usually for a number of months thereafter, the 
company and its principal stockholders may be required to agree not to sell any 
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stock or other securities to the public (and at times, privately) without the consent 
of the underwriter. 


VI 
PREPARING THE IssuE FOR MARKET 


Once there is general agreement on the terms of proposed offering, the com- 
pany and its professional advisors must turn their attention to the requirements of 
the Securities Act of 1933 and applicable state securities regulation statutes (“blue 
sky” laws). The Securities Act of 1933 requires, in substance, that any issue sold 
in interstate commerce must be registered unless the transactions or the securities are 
exempt.*? 


A. Private Offerings 


Transactions involving institutional or other private investors can usually be 
brought within the exemption provided by section 4(1) of the Securities Act of 1933 
for private transactions.“ Whether or not a particular transaction is exempt must 
be carefully examined by counsel. The exemption may depend not on the number 
of persons involved, but on the nature of the transaction.** 


B. Local Offerings 


Restricted local public offerings may also be made, without registration, to per- 
sons resident within a single state or territory, where the corporation is incorporated 
by and doing business within such state or territory.*® 

In such case, it is important that the investors be residents of the state of in- 
corporation and that their purchases be for their own accounts and not for non- 
residents. A sale of part of the issue to a single person not a resident of the state 
will void the exemption. Most issuers have found it necessary to obtain written 
assurances of residence and investment intention. An offering may not be begun 
locally and then expanded. If a local offering and an interstate offering are so 
connected, or “integrated,” as to constitute, in fact, one offering, the exemption will 
not be available. Once the issue has been sold, however, in a manner consistent with 
the exemption, a subsequent bona fide transaction by the investor will not void the 
exemption. 

The advantage of the exemption relates primarily to costs; no registration state- 
ment is required to be prepared. However, few offerings can be accomplished with 
out any prospectus, and when the prospectus is prepared, it must be as carefully 
devised as any other document used to solicit public subscription. Misrepresentations 
in such documents fall within the prohibitions of the Securities Act of 1933, notwith 
standing the exemptions.“ A result of such exempt offerings will be a high con- 


*? 48 Strat. 74, 15 U.S.C. §77a et seq. (1952). 

** 48 Star. 77, 15 U.S.C. §77d(1) (1952). See Louis Loss, Securities RecuLation 394 (1951). 

“* See In re Gilligan, Will & Co., Securities and Exchange Act Release No. 5689, May 7, 1958. 

** Securities Act of 1933, § 3(a)(11), 48 Strat. 75-76, as amended, 15 U.S.C. §77¢(a)(11) (1952). 
** Cf. Securities Act of 1933, §§ 12(2), 17, 48 Stat. 84-85, 15 U.S.C. § 77 1, q (1952). 
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centration of stockholders immediately adjacent to the company’s principal operating 
area. 


C. Regulation A 

A more important exemption is to be found in section 3(b) of the statute.“7 That 
section permits the Securities and Exchange Commission, by regulation, to exempt 
issues not exceeding $300,000 in total offering price. The section was enacted to per- 
mit exemption of offerings so limited in character or amount that registration was 
not considered necessary in the public interest and for the protection of investors.*® 
The exemption was intended to be used sparingly and to provide more flexibility in 
the area of issues which were almost, but not quite, intrastate or nonpublic.“ The 
exemption originally covered $100,000, but was increased in 1945 to $300,000. 

Prior to 1953, practically no data were required to be used. However, if offering 
circulars were used they were required to contain a few items of information and to 
be filed with the Securities and Exchange Commission. In 1953, the regulation was 
changed to require certain disclosures as a condition of the exemption. In 1956, the 
regulation was further amended to impose additional requirements on those using 
the regulation. 

At present, Regulation A is available for offerings not exceeding $300,000 by 
issuers, and not exceeding $100,000 by controlling persons. Amounts up to $50,000 
may be sold (except in certain cases) without the use of an offering circular, but 
data similar to that required in an offering circular (except for financial data) must 
be filed with the Securities and Exchange Commission. Offerings above $50,000 re- 
quire the use of an offering circular, including some financial data which need not 
be certified.° 

Although such Regulation A offerings are often called “short form registrations,” 
they are not registrations. The examination procedures and required data are sub- 
stantially different. The Regulation A documents are examined by regional offices 
of the Securities and Exchange Commission rather than by the Washington office. 
The regulations require a ten-day filing period instead of the twenty-day minimum 
registration period, but substantially longer than that is often required. Actually, 
there is no clearance or similar procedure. The procedure is rather informal, and 
quite time-consuming. Requirements may change from regional office to office, 
although the Commission has attempted to coordinate examination procedures by 
establishing a special group in Washington to review practices. 

The original purpose of Regulation A to provide a method for offering small 
issues more cheaply, more quickly, and more favorably than in the case of registered 
issues has not been realized in many cases. The only difference in out-of-pocket 


*? 48 Star. 76-77, as amended, 15 U.S.C. § 77¢(b) (1952). 

** House Committee on Interstate and Foreign Commerce, Federal Supervision of Traffic in Investment 
Securities in Interstate Commerce, H.R. Rep. No. 85, 73d Cong., ist Sess. 15 (1933). 

“* The Commission was to observe ‘“the prima facie requirement that every security and transaction 


not specifically exempted by the terms of the bill should be kept within its scope.” Id. at 6-7. 
*°y CCH Fen. Banxinc L. Rep. 2181 ef sea. 
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costs between Regulation A and registered issues may be a small reduction in printing 
charges and perhaps in legal fees. The total cost of a Regulation A offering, con- 
sidering the underwriting charges often applied to such cases, is probably little less 
than the cost of a registration statement economically handied. 

As against this saving, issuers may find their choice of underwriters restricted. 
Although the Regulation is merely the avenue, and not the vehicle, many under- 
writing firms feel that the use of Regulation A creates the impression of failure to 
meet conservative standards. Such an impression may often be unjustified, but the 
extraordinary use heretofore of the Regulation for highly speculative and unsound 
offerings has created that impression. The type of underwriting arrangements 
(“best efforts”) usually encountered in such cases and the fact that many issues were 
only partly sold or not sold at all are also contributing factors in the current attitude 
toward Regulation A. 

The imposition of higher disclosure standards and the current attitude mentioned 
above reduced the former widespread attraction of the Regulation for many issuers. 
From a total of $176,000,000 of prospective offerings filed under Regulation A in 
1956 (involving approximately 1,500 separate offerings), filings under the Regulation 
fell to $114,433,000 in 1957; and during the first six months of 1958, they were about 
twenty per cent below the same period in 1957.5 Nevertheless, on occasion, Regu- 
lation A may still be conveniently and satisfactorily used for local or quasi-public 
issues not exceeding $300,000 in aggregate ultimate offering price.®* 

The preparation of an offering circular and notification statement under Regula- 
tion A requires considerable care. Counsel will usually advise the client to include 
a fully certified balance sheet and three years’ profit and loss statement, together with 
many of the items required in registration statements, even though the Regulation 
permits less. 

After an examination period, which may last from two to four weeks, the com- 
pany and its underwriter are then in a position to make a public offering. At the 


end of each six months, there must be a report made as to the amount of securities 
sold. 


D. Registration Statement 

Registration under the Securities Act is accomplished by a registration statement, 
which is filed with the Securities and Exchange Commission. The Commission has 
developed an effective registration procedure based on a quarter century of experi- 
ence. At the present time, issuers past the development stage (with the exception of 
major companies issuing only debt) must use Registration Form S-1. The registra- 
tion statement consists of three principal parts: (1) the prospectus, (2) part two, giving 
certain supplemental data, and (3) voluminous exhibits. The prospectus requires the 
inclusion of data concerning the underwriting and costs, use of the proceeds, capital 


** SEC, Statistical Bulletins, April and May, 1958. 
*® Note, Federal Control Over Small Issues of Securities, 70 Harv. L. Rev. 1438 (1957); 13 Bus. Law. 
303 (1958). 
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structure, and balance sheet as of a date within ninety days (if not certified, then an 
additional balance sheet as of the close of the prior fiscal year), together with profit 
and loss data for a five-year period, if the company has that much record. Many 
underwriters will request disclosure of a longer record of earnings, if available. 
Financial data must be certified in accordance with regulations of the Commission 
by an independent public accountant.™ 

The financial data are subject to rather extensive regulations, which require the 
filing of supporting schedules. Other exhibits required to be filed include the charter, 
bylaws, important contracts, underwriting agreement, patents, reorganization plans, 
voting trust agreement, pension or retirement agreements, and other items of sig- 
nificance. Although the Commission’s rules do not require the printing of the 
documents for filing, it has been the practice uniformly to print the entire registra- 
tion statement. In the case of the smaller issues, costs can be reduced by using 
processes other than printing for those parts of the registration statement which are 
not required to be distributed to the public in quantity. The prospectus, however, 
which must be distributed to the public, will usually be required by the under- 
writer to be printed. 

Usually, appraisals and forecasts of earnings may not be the basis of representa- 
tions in the prospectus. On occasion, however, an underwriter may require an inde- 
pendent market survey or an examination of the company by an independent engi- 
neering firm and may ask for independent professional earnings’ projections to cor- 
roborate his own estimate of a company’s growth potential. Factual data thus ob- 
tained are useful as background data in drafting the registration statement. 

The issuer’s principal executives may find it necessary to devote considerable time 
to a survey of their business, its growth potential, its financial needs, and many other 
items. Such a survey, however, may be necessary whatever the source of the external 
capital. 

Upon filing of the registration statement, the Securities and Exchange Commis- 
sion will advise the issuer as to additional data the staff may consider essential. 
The “Letter of Comments” setting forth the data required or the corrections deemed 
necessary may be forthcoming in two weeks, more or less, after filing. An additional 
two weeks or more will usually be required to conclude the registration process. 

During this registration period, the underwriter is permitted to organize his 
“syndicate” and selling group of other participating underwriters and dealers, and 
to distribute a preliminary prospectus (referred to as the “red herring”). However, 
no orders may be confirmed until the effective date of the registration statement, 
and then only with a prospectus or after a final prospectus has been distributed. 

Since the adoption of the Securities Act in 1933, complaint has often been heard 
that the Securities Act seriously impedes the financing of small business. Some im- 
pediment must, of course, be recognized. A registration statement must be prepared 


** The SEC will usually not consider an auditor to be independent if he had any direct financial in- 
terest or any material indirect financial interest in the issuer or affiliates, or if he was an officer, director, 
etc., during the period under review. Cj. Rule 2.01, Reg. S-X. 
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and filed, and during the period of its examination the issue may not be sold. It is 
the latter aspect of the case which poses difficulty, sitice during this examination 
period, market conditions may change. However, that risk is as much a risk of the 
large company as it is of the small company. It has long since been accepted that 
this much risk and inconvenience are justified by the greater benefit to the investor. 
It is doubtful that any less data would now be required by most underwriters, even if 
there were no Securities Act of 1933. 


E. “Blue Sky” Laws™* 


In addition to the Securities Act of 1933, the company must observe the require- 
ments of state securities statutes. Generally, in the area from Maine to Virginia, the 
requirements of the state laws are not onerous. More work is required in the case 
of Vermont, where a type of statute similar to that to be found in the Southeast and 
Midwest exists. 

In the latter sections of the country, regulatory statutes sometimes pose more 
difficulty. The company with three to five years of earnings, meeting specified return 
formulae, will usually be permitted to “register by notification,” which, in substance, 
permits satisfaction of requirements by the filing of a copy of the federal registration 
statement and certain supplementary data. In a few states, securities may be quali- 
fied by “coordination” or “description,” which requires, in substance, only the filing 
of the federal prospectus and a few other documents, without regard to earnings and 
similar standards. Where the issuer is unable to meet the requirements for registra- 
tion by coordination or notification, more extensive filings will be required. Under- 
writing costs of stock issues are limited in some states to fifteen per cent. Several 
states provide that no warrants may be given to the underwriter or officers unless 


similar warrants are sold to the public. In a few instances, appraisals or similar 
supplementary data may be necessary. 


VII 
PosTFINANCING PROBLEMS 

When the issue is sold, the underwriter or the institution and the company will 
meet at a “closing,” at which the numerous documents covering the necessary repre- 
sentations, warranties, covenants, etc. will be exchanged. The underwriter or insurance 
company will pay for the securities and receive delivery of them. After mutual congrat- 
ulations have been extended and the parties return to their everyday business, prob- 
lems arise. The company’s officers find it necessary to adjust their thinking to the 
company’s status as a public company. The initial period of living in a “fish bowl” 
may be annoying to the average entrepreneur. 

In the case of the private loan, monthly, or at least quarterly, financial reports, 
extensive in scope, may be required. In the case of the public offering, semiannual, 
annual, and interim reports will be required for filing with the Securities and 
Exchange Commission and for transmission to the underwriter. Informative reports 


®* See generally Louis Loss & Epwarp Cowett, Biue Sky Law (1958). 
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should be sent to the stockholders at least annually. Good working relationships 
with the underwriter, the stockholders, and the securities markets are of importance. 
As the company grows, it may need further financing. Antagonistic underwriters 
and stockholders are not the best source of additional funds. 

Often, after the company has put its best foot forward and obtained the necessary 
funds, there is a period in which earnings not only do not live up to the initial 
promise, but drop below the latest period included in the registration statement. 
In part, this may result from the fact that management has devoted an extraordinary 
amount of time to the financing, to the detriment of sales and profits. The drop 
in profits may raise problems concerning continuation of dividends. If the prospectus 
has included a statement of policy to declare such dividends, their discontinuance 
will shake the confidence of the stockholders. There is at least a moral obligation, 
and there may be some legal obligation, of directors to use their best efforts to pay 
the dividend indicated in the prospectus. 

It is of importance that the funds received from external sources be devoted to 
the stated purposes for which they were raised. The representation in the registra- 
tion statement (or the representation to the institutional lender) is a matter of im- 
portance to which management must adhere. The development of unusual circum- 
stances may at times justify some departure from the initial intention, but that de- 
parture must be well based. 

After the issue is sold, the underwriter will be responsible for developing a 
market in the securities. A small issue cannot, of course, be the basis for a broad 
market, but an active and aggressive syndicate can provide a satisfactory market, 
even in the case of an issue thought to be small. Generally speaking, over a period 
of a year or two, the $1,000,000 issue should develop 750 to 1000 stockholders or 
holders of debt, and sometimes substantially more. With this number, a market with 
some depth should result. 

The small company may wish to consider listing on the American Stock Ex- 
change.*® 
or more stockholders and earnings in the six-figure area will enable the issuer to 
obtain a listing on the American Stock Exchange. Whether such listing is wise or 
justified in each case is a matter for consultation between the company and the 
underwriter. On the one hand, listing may limit activity in the market; commis- 
sions on the Exchange are below the trading profits which may be available to the 
underwriter in the over-the-counter market. Since salesmen seek the most profitable 
activities for their time, it may be difficult to interest them in the lower commissions. 
As a result, the market may be a thin one, and a thin market is sometimes worse than 
none, since it creates the impression of a market price which is not, in fact, a sound 
one. On the other hand, the underwriter may prefer to have the issue listed on the 
Exchange for status and recognition, and enhancement of collateral loan values (de- 
pending on current margin regulations). There are other advantages to the in- 


As a general rule, the distribution of 100,000 to 125,000 shares among 500 


®® The requirements of the New York Stock Exchange are beyond most small businesses. 
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vestor and the issuer in the maintenance of a recognized, orderly market in the 
stock. 

Among the problems that may arise, postfinancing, will be those having to do 
with expansion by way of merger or acquisition. Once the company has sold its 
stock to the public, it may find that smaller competitors or suppliers will be inter- 
ested in joining the organization and merging their businesses so as to achieve the 
benefit of larger-scale operations. Each such project must be carefully examined 
and discussed with the underwriter, whose assistance may be required eventually in 
order to finance the acquisition. Mere size is not, of course, a virtue; a combina- 
tion of unprofitable businesses does not automatically lead to profits. However, 
among the benefits of the financing may be the ability of the issuer to expand more 
quickly by acquisition of businesses not large enough to do their own financing, but 
important enough to add to the profit and growth potential of the company. 


VIII 
SMALL Business INVESTMENT ACT 


To supplement prior sources of equity capital and term loans for small business, 
Congress adopted the Small Business Investment Act of 1958, which became effective 
on August 21, 1958. It is the declared purpose of the Act® 


to improve and stimulate the national economy in general and the small-business segment 
thereof in particular by establishing a program to stimulate and supplement the flow of 
private equity capital and long-term loan funds which small-business concerns need for 
the sound financing of their business operations and for their growth, expansion, and 
modernization, and which are not available in adequate supply. 


The Administration is now establishing its operation, mechanism, and policies. At 
this point, it is possible only to sketch the framework of the statute and of the regula- 
tions adopted to implement it.™* 

In general, the Act and rules permit the licensing by the Small Business Admin- 
istration (SBA) of “small business investment companies” to provide funds to “small- 
business concerns” through the purchase of convertible debentures (which are con- 
sidered equity securities) and securities evidencing long-term loans. The SBA will 
examine and supervise the operations of its “licensees,” which may borrow funds 
(under specified conditions and circumstances) from the SBA and private sources. 
An aggregate of $250,000,000 of loans by the SBA to investment companies may be 
outstanding at one time, but only $50,000,000 may be borrowed by the SBA from 


the Treasury during the first year of operation, and an additional $100,000,000 during 
the second year. 


A. “Smail-Business Concerns” 


The ultimate borrower or issuer under the Act is the “small-business concern.” 
Such a concern is defined by the original Small Business Act as “one which is in- 


** 72 Stat. 689, 15 U.S.CA. § 661 (Supp. 1959). ** 23 Fep. Rec. 9383-91 (1958). 
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dependently owned and operated and which is not dominant in its field of opera- 


tion.”** The Regulations of the SBA under the new Act provide further :*° 


A parent company must be considered together with all of its affiliates in determining its 
eligibility as a small business concern. If a concern is a wholly-owned subsidiary of another 
concern or is under its control or is under its potential control, it shall be considered an 
afhliate, and a concern may be an afhliate of another concern if both are owned or con- 
trolled by a third party. 


A controlled affiliate is not deemed to be independently-owned. This provision of 
the definition may pose problems in the case of a corporation owned by a person 
who operates his business on a multicorporation basis, for tax or operating reasons. 
Only the controlling entity would be eligible for loans. 

A concern is not considered small if its stock has a public market or if it has 
obtained public financing in excess of $300,000 within the past three years. A busi- 
ness concern which has no public market for its securities is not considered small 
if its total assets (including those of its affiliates) are more than $5,000,000 or if “its 
total income after taxes, together with all of its affiliates, has averaged over $150,000 
per annum during the preceding three years as reported to the Internal Revenue 


Service.” Exceptions from these limitations may be made by the SBA on applica- 
tion. 


B. Equity Capital and Term Loans 


Under the statute, capital is to be provided “only through the purchase of de- 
benture bonds (of such concern)” which are convertible at the option of the holder 
into stock at “sound book value” determined at the time of the issuance of thé de- 
bentures.** “Sound book value” is the value per share based on “consideration of 
all pertinent factors, including the actual value of the assets of said small business 
concern and the relationship of the earnings of such concern to its invested capital."** 
Interest rate and other terms, including maturity date, may be fixed by the parties, 
but interest may not exceed the legal limit (or, where no such limit exists, the max- 
imum set forth in the original “proposal” and approved by the SBA).®* The de- 
bentures are to be callable on any interest payment date at face, plus accrued interest.** 
There appears to be no prohibition against convertible debentures subordinated to 
other securities or claims. 

5® 52 Sratr. 384, 15 U.S.C.A. § 632 (Supp. 1959). 

*° § 107.103-1, 23 Fep. Rec. 9384 (1958). 

*° Ibid. Heretofore, the Administration’s standards for determining whether a firm is small have 
related primarily to size of employment. Under 250 employees, a concern has been prima facie con- 
sidered a small business concern, and over 1,000, a large business concern. In between, standards have 
varied from industry to industry. The Administration has also classified as small, wholesale concerns 


with total sales of $5,000,000 or less, and retail or service trades with sales or receipts of $1,000,000 or 
less 
** Small Business Investment Act of 1958, § 304(b), 72 Stat. 693, 15 U.S.C.A. § 684 (Supp. 1959). 
*? § 107.304-1(d), 23 Fen. Rec. 9389 (1958). 
**§ 107.304-1(f), ibid. 
** § 107.304-1(b), ibid. 


SE  — 


lave 
con- 
nave 
erns 
0 or 


59). 


SMALL BUSINESS AMENDMENTS OF 1959 621 


The investment company may provide that a small business concern shall not 
incur any further indebtedness without the approval of the investment company, 
which shall have the first opportunity to finance such additional indebtedness (except 
short-term credit or open-book loans). The issuer of capital debentures is required 
to invest from two to five per cent of the proceeds of the issue in stock of the in- 
vestment company; and such stock may not be repurchased by the investment com- 
pany so long as it is indebted to the SBA.® 

In addition to convertible debentures, the small business concern may obtain 
funds from the investment company by term loans.®* Such loans are to have a 
maturity of not less than five years, nor more than twenty years (with a possible ten- 
year extension), but loans for terms less than five years may be made when necessary 
to protect prior investments. The loans are required to be “of such sound value, or 
so secured, as reasonably to assure repayment.” This may be interpreted to preclude 
subordinated loans. The lender may not, as a condition of such loan, acquire 
any stock or other proprietary interest in the borrower, except through the medium 
of collateral security. Hence, this section of the Act may not be used as a substitute 
for the capital debenture provisions. As in the case of the convertible debentures, 
interest rate is not fixed, but may not exceed the local statutory limit (or, where 
there is no such limit, the maximum approved by SBA). 

Although the conditions of all term loans and debentures are, in general, subject 
to SBA approval, the Administration has indicated that it intends to permit the 
parties to negotiate their own terms, within the framework of the policy and program 
which form the basis of the original license. Only major variations from such basic 
terms will require specific SBA approval.® 

Unless the Administration shall otherwise approve, the aggregate amount of 
debentures and loans of any small business concern acquired by a small business in- 
vestment company may not exceed twenty per cent of the combined capital and 
surplus of the small business investment company.®*® Transactions may, however, 
be undertaken in conjunction with other financial institutions, including other in- 
vestment companies. 


C. Small Business Investment Companies 


Loans and investments are to be made by small business investment companies 
which are to be organized under the laws of the state (or one of the states) of opera- 
tion, where possible. In certain cases, a federal charter may be granted, but such 
charters will probably be issued only rarely. 

The regulations of the SBA specify in some detail the provisions of an investment 
company charter. Each company is to conduct its operations in a specified area (but 


**§ 107.304-1(g), (h), (i), sbid. 

*° § 305, 72 Stat. 693, 15 U.S.C.A. § 685 (Supp. 1959). 

** § 107.304-1(i), 23 Fep. Rec. 9389 (1958). 

** § 107.306-1(a), id. at 9390. 

** § 301(a), 7a Srat. 691, 15 US.C.A. § 681 (Supp. 1959). Chartering under the Small Business 
Investment Act of 1958 will involve problems of federal incorporation sot within the scope of this article. 
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there is no limitation on the area from which it may draw business). The invest- 
ment company will be authorized not only to make loans and purchase convertible 
debentures, but to provide consulting and advisory services on a fee basis. Business 
may be generated and loans and investments may be investigated and serviced 
through, or in cooperation with, banks and other financial institutions.”° 

The Act provides that investment companies may be formed by any number 
of persons not less than ten, and shall have nine directors." The Regulations pro- 
vide, however, that an investment company which receives its charter from a state 
shall conform to the laws of such state with respect te the number and qualifications 
of incorporators and directors, whereas an investment company that receives an SBA 
charter shall adhere to the standards of the Act."? 

In order to form a small business investment company, the organizers or “pro- 
ponents” must file a proposal with the SBA, including a description of proposed in- 
vestment and loan policies, and data regarding charter, bylaws, officers, directors 
and principal stockholders, and similar matters. The proposal must establish need 
in the proposed operating territory, and by concerns of the type intended to be 
assisted by the investment company. The proponents must also include a plan ac- 
ceptable to the SBA for expansion of the resources of the investment company by 
sale of securities to investors."* Once the proposal is approved, an application in 
specified form must be filed, on which the permit is based."* Investment policy, 
borrowing and capital expansion plans, and officers, directors, aad principal stock- 
holders may not be changed without SBA approval.”® 

No investment company may commence business without at least $300,000 in 
capital and surplus.”* The Act provides that the SBA may purchase subordinate de- 
bentures to the extent of one-half of such initial capital; and that such debenture cap- 
ital is to be deemed a part of the capital and surplus of the company for specified 
purposes, including loan ratios."7 An investment company licensed to operate by 
the SBA may borrow up to fifty per cent of its capital and surplus (including such 
capital debentures) from the SBA. It is intended that government funds shall be 
available only to the extent that funds are not obtainable from private sources, but 
unavailability of private funds may be established by certificate of the investment 
company."* The ratio of outstanding indebtedness to paid-in capital and surplus 
(including subordinated debentures) may not exceed four to one.”® 

The debentures and other debt securities issued to the SBA by the investment 
company are to mature in twenty years, bear interest at five per cent, and be amor- 
tizable in the second half of the term. Investment companies will be required 


7 § 107.301-1, 23 Fep. Rec. 9386-87 (1958). 

™ § 301, 72 Star. 691, 15 U.S.C.A. § 681 (Supp. 1959). 

™ § 107.301-3(a), 23 Fen. Rec. 9388 (1958). 

™ § 107.201-2, id. at 9385. ™* § 1097.201-3, ibid. 

** § 107.308-7(c), id. at 9391. **§ 107.201-5(c), id. at 9385. 
*" § 302(a), 72 Star. 692, 15 U.S.C.A. § 68a (Supp. 1959). 

*° §§ 107.301-1(c), (d), 107.303-a(a), 23 Fen. Rac. 9388 (1958). 

© § 107.303-1(a), ibid. **§ 107.302-1(e), ibid. 
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to use SBA term loans as a revolving fund, making repayments when possible and 
reborrowing when funds are needed.*' Without SBA cofisent, an investment com- 
pany may not make investments in or loans to small business concerns having a 
common officer, director, or ten per cent stockholder (nor advance funds to any 
officer, director, or ten per cent stockholder of the investment company).** 

No government funds may be obtained by an investment company unless its 
executive and at least three directors certify, among other things, that the capital 
of the investment company is not impaired. Impairment is declared to exist when 
deficit exceeds either paid-in surplus or fifty per cent of combined capital and paid-in 
surplus. This may involve problems of investment valuation of considerable 
difficulty. The certificate must also state that the funds are to be employed in accord- 
ance with the Act within thirty days after receipt.® 


D. Development Companies 


The Administration is also authorized to make loans to state and local develop- 
ment companies. Such loans are to be on a secured basis and are to be used for 
relending or other assistance to identifiable small business concerns and for a sound 
business purpose approved by the SBA. Loans are limited to $250,000 per small 
business concern. Lending to local development companies is to terminate on June 


30, 1961.54 
E. Tax Benefits 


The 1958 tax acts*® added three new provisions to the code governing losses on 
investments in small business concerns and small business investment companies. 
An investor in the stock of a small business investment company organized under 
the Small Business Investment Act can take as an ordinary loss deduction (rather 
than as a capital loss) all losses resulting from investment in such stock, and the 
losses are considered as attributable to the trade or business of the taxpayer. Certain 
technical restrictions surround this provision, but in general, it permits the investor 
to write off his stock in a small business investment company as a business expense, 
without limitation as to amount. 

The investment companies can take as an ordinary loss deduction (rather than 
as a capital loss) all losses realized from worthlessness, sale, or exchange of the con- 
vertible debentures (including stock received on conversion) purchased under the 
Act. This provision does not, however, apply to losses incurred as a result of 
term loans made under section 305 of the Act. The Internal Revenue Code further 
provides that investment companies may take as a deduction roo per cent of the 
dividends received from a taxable domestic corporation, rather than the ordinary 


*1§ 107.303-3, ibid. 82 § 107.303-3, sbid. 

®*§ 107.308-1, -2, ibid. 

®* §§ so1.02, 72 Stat. 696-97, 15 U.S.C.A. § 696 (Supp. 1959). 

®> The Technical Amendments Act and Small Business Revision Act of 1958. 72 Sr ir. 1676, 26 
U.S.C.A. § 1244 (Supp. 1959). 

** Int. Rev. Cope oF 1954, §§ 1242-44. 
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eighty-five per cent credit. An investment company may be classified as a personal 
holding company under certain circumstances. 

Any individual investor in common stock of a small business concern may take 
as an ordinary loss attributable to his trade or business a loss resulting from such 
investment. This benefit is allowable only to the original stockholder, and not to a 
transferee. The maximum allowable to a single investor as an ordinary loss in any 
one taxable year is $25,000; and on a joint return, $50,000. A small business concern 
for this purpose is one which offers common stock (for a period of not more 
than two years) for money or property, pursuant to a plan adopted after June 
1958, if, at the time of the adoption of the plan, the sum of the proposed offering 
(plus other amounts received from stock after July 1, 1958) does not exceed 
$500,000 and the aggregate capital including the offering does not exceed $1,000,000. 


F, Securities Regulation 
Securities offered by small business investment companies will be subject to 
registration under the Securities Act of 1933 and Trust Indenture Act of 1939,°" 
except where the respective acts provide exemptions. The principal exemptions from 
the Securities Act are those relating to issues under $300,000,"* intrastate offerings,” 
and private offerings.” 


The Securities and Exchange Commission has published a proposal to adopt 
Regulation E, extending to small business investment companies the $300,000 exemp- 
tion of the Securities Act of 1933. The Regulation is similar in form to Regula- 
tion A and would apply to public offerings of small business investment companies 
not exceeding $300,000."" 

The exemptions provided by the Securities Act of 1933 would be applicable equally 
to small business investment companies. The Small Business Investment Act of 
1958 provides that each issuer of convertible debentures must invest two to five 
per cent of the proceeds obtained from the investment company in stock of the 
latter;** but the Securities and Exchange Commission has published a proposed rule® 
to extend the private offering exemption to such transactions. 

Generally, securities and transactions exempt from the Securities Act of 1933 are 
also exempt from the Trust Indenture Act of 1939. In the few instances where 
the Trust Indenture Act of 1939 applies independently, the problem of compliance 
is not one of major significance. Of more importance are the provisions of the 
Investment Company Act of 1940,°* under which the SEC supervises the transac- 


** 53 Srat. 1149, 15 U.S.C. § 77aaa et seq. (1952). 


** § 3(b), 48 Strat. 76-77, 15 U.S.C. § 77¢(b) (1952). 

*° § 3(a)(11), 48 Stat. 75-76, as amended, 15 U.S.C. § 77¢(a)(11) (1952). 

°° § 4(1), 48 Srar. 77, 15 U.S.C. § 77d(1) (1952). 

** Securities Act Release No. 4005, Dec. 17, 1958. 

*? § 304(d), 72 Stat. 693, 15 U.S.C.A. § 684 (Supp. 1959). 

*® Rule 151 under the Securities Act (and Rule N-3C-1 under the Investment Company Act), Securities 
Act Release No. 4015, Jan. 13, 1959. [After this article had gone to press, both of these Rules were 
formally adopted. Securities Act Release No. 4033, Feb. 13, 1959. Ed.| 

** 54 Stat. 789 (1940), 15 U.S.C. § 80a-1 ef seq. (1952). 
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tions of investment. companies. That Act was adopted originally to protect in- 
vestors in the extensive operations of companies which are primarily public invest- 
ment media, but it appears to be applicable to small business investment companies, 
unless a specific exemption is available.®® 

Section 3(c)(1) of the Investment Company Act of 1940 provides that any 
“issuer whose outstanding securities (other than short-term paper) are beneficially 
owned by not more than 100 persons and which is not making and does not presently 
propose to make a public offering of its securities,” is not subject to regulation under 
the Act.” Under the SEC’s proposed rule, sales of stock by the investment com- 
panies to the small business concerns, required by the Small Business Investment 
Act, would not constitute such a public offering; and an investment company would 
not be subject to the Investment Company Act until its stockholders numbered more 
than 100-or until it made a public offering of its securities. 

Section 307 of the Small Business Investment Act of 1958 provides that the Se- 
curities and Exchange Commission may exempt from the provisions of the Securi- 
ties Act of 1933, and of the Trust Indenture Act of 1939, any class of securities issued 
by a small business investment company.*? The Commission also has broad exemp- 
tion authority under the Investment Company Act of 1940.°* No special exemptions 
have yet been granted or proposed for small business investment companies, except 
Regulation E and Rule 151. 

The power of the SEC to grant special exemptions applies only to securities of 
the small business investment company, and not to securities purchased by the in- 
vestment company from the small business concern. The sale by the small business 
concern to the investment company of its convertible debentures or term obligations 
for investment would ordinarily be a private transaction exempt under the pro- 
visions of the Securities Act of 1933. However, if in the original proposal to the 
SBA it is stated to be the policy of the investment company to redistribute all se- 
curities of small business concerns to the public as soon as practicable, the private 
offering exemption may not apply. 

Resales of the convertible debentures will involve other Securities Act problems. 
Ordinarily, securities exchanged by a corporation with its existing security holders 
exclusively are exempt from registration.°® However, the Commission has recently 
interpreted the Act to preclude an exemption where the conversion privilege is 
exercised for the purpose of making a public offering of the underlying stock.’ 


*§ “The bill provides also that, with one exception, the Investment Company Act of 1940 shall apply 
to small-business investment companies just as it does at present to other investment companies.” SENATE 
Report 13. The Small Business Investment Act of 1958, § 307, 72 Stat. 694, 15 U.S.C.A. § 687 (Supp. 
1959), exempts investment companies from certain provisions of the Investment Company Act of 1940. 

** 54 Stat. 798, 15 U.S.C. § 80a-3(c)(1) (1952). 

*T 52 Srat. 694, 15 U.S.C. § 687 (Supp. 1959). 

°° § 6(c), 54 Star. 802, 15 U.S.C. § 80a-6(c) (1952). 

** Securities Act of 1933, § 3(a)(9), 48 Stat. 75-76, as amended, 15 U.S.C. § 77¢(a)(9) (1952). 

°° Cf. In re Gilligan, Will & Co., Securities and Exchange Act Release 5689, May 7, 1958, where the 
Commission stated: “Quite apart from the question whether Gilligan and registrant originally intended to 
sell the 1955 debentures when they acquired them from Crowell-Collier, it is clear that when they con- 
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It may also be concluded that any public distribution of convertible securities in- 
volves a public offering of the underlying stock by the issuer. In such event, registra- 
tion would be required in every case of public sale of debentures or underlying stock, 
except (absent control problems) where the investment company (or its nonpublic 
transferees or associates) exefcised the conversion privilege and held the underlying 
stock for investment, making a public distribution of such stock later only under 
conditions not inconsistent with the original investment intention. 

Problems of seeming conflict between state securities and corporation laws and 
the new Act will arise. It will take some time before such problems can be con- 
sidered and conflicts resolved. Early conferences with state securities commissioners 
and other affected agencies may be in order. 


G. Appraisal of the Act 


The Small Business Investment Act of 1958 has been greeted with great en- 
thusiasm; by November 1958, thousands of inquiries and some “applications” had 
been received by the SBA. Part of this interest may be traced to stories in the press 
which have created the impression that the Act may be a “get-rich-quick” device for 
use by “smart money” with little risk.’ 

It is too early to arrive at definitive conclusions with respect to the method, scope, 
and effect of the operations of small business investment companies, but a prelim- 
inary examination of the statute and its proposed administration hardly supports the 
popular impression. 

Investment in small business is recognized as one of the most speculative areas of 
financial endeavor. The statute does not solve or ease the problem of finding and 
developing profitable investments. The success of the enterprise will depend, to a 
large extent, on the acumen of its management; and the finding of experienced 
personnel will pose a major problem. 

Further, unless the investment company is of considerable size and efficiency 
at inception, its income from iaterest, dividends, and fees, at least in the early years, 
will probably not exceed substantially the costs of administration. The experience 
of other venture-capital enterprises would indicate that substantial profits, if realized, 
will result primarily from capital gains.’ 

The attraction of investment in small enterprises has heretofore been limited and, 
as a result, a substantial gap has existed in the financial sources available to the 
verted those debentures into common stock, they acquired such stock with a view to distribution. On 
this ground, they could be considered statutory underwriters with respect to such stock. Section 3(a)(9) 


of the Securities Act provides an exemption where an issuer exchanges securities with its existing security 
holders exclusively, but would not provide an exemption with respect to subsequent public distribution 
by a recipient who is a statutory underwriter.” 

#1 See, ¢.g., Business Week, Oct. 11, 1958, p. 23; Wall Street Journal, Nov. 13, 1958, p. 1. 

*°8 Mr. Robert Linton, Partner in the Stock Exchange firm of Burnham & Co., and Mr. C. Wrede 
Petersmeyer, Partner in the firm of J. H. Whitney & Co., leading venture-capital firm, both expressed the 
opinion, based on extensive experience in the venture capital field, before “briefiing sessions” of the Amer- 
ican Management Association held in New York on Dec. 1 and 2, 1958, that at least in the early years, 
the investment companies would do well to “break even” on a day-to-day basis. 
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small business manager. If the small business investment company is now to fill 
that gap (or a part of it), it must be by reason of special advantages not heretofore 
available. The two most important of such factors are “leverage” and tax savings. 


1. Leverage 


A “leverage” position is achieved by common stock investors when a substantial 
part of the capital funds needed by the enterprise are supplied by others in the form 
of fixed return debt or preferred stock investment. In such case, net earnings (and 
losses) accrue disproportionately to the common stockholders. Under the Small Busi- 
ness Investment Act of 1958, the SBA may purchase a maximum of $150,000 of sub- 
ordinate capital debentures. It may also lend to an investment company an amount 
equal to one-half of invested capital (including debentures). Hence, it would be 
possible to obtain the use of $300,000 of government funds for $150,000 of private 
investment. In addition, an investment company is permitted to borrow from all 
sources an amount not exceding four times its capital. If an investment company 
with minimum capital funds were able to obtain maximum credit accommodation, 
initial private investment of $150,000 could be pyramided to $1,500,000 of total funds, 
with resultant profit leverage (and risk). That leverage possibility has been stressed 
by the press, but it is highly doubtful that the result described above can be realized 
in any instance. The lending practices of the SBA have not yet been established, 
but there is no reason to believe that the Administration will favor those seeking to 
profit by only minimum investment. Furthermore, it is not realistic to assume that 
maximum private loans can be obtained until the enterprise has a record of sound 
and successful investment. The four-to-one ratio of borrowings to capital is only a 
ceiling and will be based on specific loans and stocks. Credit sources may move slowly 
to support the new investment company until its portfolio is seasoned. Public in- 
vestment is apparently to be encouraged, but even here, leverage possibilities will be 
limited by the standards of investor protection adopted by the SEC and the standards 
of fairness which will undoubtedly guide the SBA. Some leverage will be achieved, 


but it is doubtful that it will approach the exciting possibilities described in the 
press. 


2. Tax Benefits 


An investor in a small business investment company can write off his full in- 
vestment as a business loss; and the investment company can also charge off its 
investment losses as business expenses. These provisions are intended to pass on to the 
ultimate investor tax credits resulting from unsuccessful small business investments. 
However, to a limited extent, such benefits can be realized without the investment 
company.’°* Furthermore, in any case where the principal or sole profits of the 
investment company are capital gains resulting from realization of investments, the 


tax provisions permitting charge-off of losses against ordinary income may give the 
company little advantage. 


*°° Cf. Int. Rev. Cope oF 1954, § 1244. 304 CH. id. § 1312. 
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3. Bank Affiliates 

Shares of small business investment companies are eligible for purchase by national 
banks, and by other banks to the extent permitted by applicable state law.’® Banks 
may invest not more than one per cent of their capital and surplus in such stock, and 
several national banks have expressed interest in forming investment companies, alone 
or in collaboration with other local banks. 

Bank affiliates may have certain advantages, at least initially, over other invest- 
ment companies. The affiliation would bring prestige and easier access to capital, 
somewhat easier access to bank customers for investments and loans, and assistance in 
credit investigation and loan selection. However, the affiliates would also have 
problems. The experience and standards of the commercial banker are sufficiently 
different from those of the investment banker to require some orientation in the 
new field, or supplementary personnel to manage the investment companies. Fur- 
ther, unless the affiliated investment company is to be used as a device merely to 
make substandard or nonbankable loans at interest higher than bank rates, its 
success and prospects must be judged by the standards applicable to other investment 
companies, as discussed above. There is no reason to believe that the operations of 
the bank affiliates will be substantially more profitable or less speculative than those 
of nonafhliated companies. 

This type of operation has been thought inappropriate for banks for the past 
twenty-five years. Whether state banks will be permitted now to operate freely in 
the field must wait consideration by state banking authorities of the wisdom of such 
investments; and even in the case of national banks, activities under the new Act 
will be affected by regulatory policies yet to be established. 


H. General 

Indications are that the small business investment company may prove an attrac- 
tive vehicle for persons faced with income taxes in the highest brackets who wish 
to speculate for capital gains in the development of small business concerns. Such 
persons may find it convenient to accumulate in the small business investment com- 
panies contributions of funds which separately might be insufficient for the purpose. 
Public funds may also be found. In determining whether to operate under the 
new Act rather than without it, the entrepreneurs must, however, balance the ad- 
vantages of leverage and tax benefits against the disadvantage and cost of regulation 
by the SBA, SEC, and, possibly, state agencies. 

From the viewpoiat of the small business concern seeking capital, the small 
business investment companies may prove welcome additions to the ranks of 
venture-capital providers. The new companies will inject additional capital into the 
field and will be more easily found. The local community will be able to turn to a 
recognized enterprise which may become as well known as a bank, instead of shop- 
ping for small amounts‘on a more haphazard basis, as heretofore. But, the limita- 


2°85 Small Business Investment Act of 1958, § 302(b), 72 Stat. 692, 15 U.S.C.A. § 682 (Supp. 1959). 
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tions of the source must also be borne in mind. Except, perhaps, in a relatively few 
instances where the special relationship between borrower*and lender makes possible 
inexpensive administration (and high interest return is a feasible objective) or where 
trade development and not investment is the principal purpose, the investment 
companies, as venture-capital enterprises, must make investments which can be 
liquidated at a capital gain long before the maturity of the debentures. Hence, only 
concerns which can be developed for ultimate public offering will, in general, find 
a welcome at the investment company office. 

In that connection, the SBA definition of a small business concern to include one 
with assets up to $5,000,000 and average annual earnings to $150,000 may be im- 
portant. An examination of prospectuses and offering circulars covering most 
issues of less than $3,500,000 offered publicly during the past three years indicates 
that over fifty per cent of such public offerings were made by issuers that would 
qualify as small business concerns under the definition of the SBA. Such concerns, 
and those approaching that size, would, of course, constitute the most attractive 
sources of investments for investment companies. Since the investment companies 
are to be permitted to solicit the bigger “small business” enterprises in competition 
with established financial sources, they may be less willing to concern themselves with 
the smaller and less attractive businesses. 

There is, in fact, little reason to believe that the small] enterprise below prospec- 
tive public-offering calibre will find significant help under the new Act. Prospective 
public-offering calibre cannot be equated with size level, in general, but past experi- 
ence indicates that few operating companies with assets below the $300,000-$400,000 
level will be found with the necessary potential. Hence, one must conclude, well 
over ninety-five per cent by number of all concerns falling within the “small business 
concern” definition will not be able to find a solution to their problems under the 
Act. Such companies account for more than forty per cent of the total assets held 
by small concerns within the area covered by the definition of the SBA.’°° 


1X 
CONCLUSION 


A significant part of the small business community has access to external capital. 
Businesses deemed “small” by accepted standards are able to borrow from institutional 
lenders or to make public and private securities offerings, but they must compete for 
such capital by outbidding their larger and more experienced competitors. 

Size alone usually does not preclude external financing by this segment of the 
small business community, but such businesses often have disadvantages related to 
their small size. These include financial inexperience, inadequate management, lim- 
ited market coverage, volatility of earnings, lack of research and product development, 
and other similar disadvantages. The small company in an attractive field, with 
good growth potential, a record of several years operation, and good, alert man- 


1° Cf, Feperat Reserve Report 167-69. 
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agement, which has achieved an earnings level in the neighborhood of $100,000 
to $150,000 per year, after taxes, can often find private, institutional, or public funds 
for its capital needs. 

Small businesses below the levels discussed in this paper often have no access 
to external capital. Concerns which own assets amounting in value to less than 
$250,000 constitute ninety-cight per cent of the number of businesses in the country 
and account for one-eighth of the country’s corporate assets. By almost any standards, 
such businesses are usually too small to raise external capital; and a good part of 
those with assets in the $250,000-$1,000,000 range have the same difficulty. 

Congress has recently adopted the Small Business Investment Act to fill the 
gap in the financial resources available to the small businessman. Small business 
investment companies operating under that Act may constitute a worthwhile addi- 
tion to the capital market, but it is doubtful that they will solve the problems which 
face many concerns now lacking access to external capital. Such investment com- 
panies may find that the inexorable laws of financial economics require them to 
adhere substantially to present investment standards if they are to operate as profit- 
able enterprises. 
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(The following were ordered inserted in the appendix to the record. 
See references on pp. 340 and 348.) 


CERTIFICATES OF COMPETENCY IssuED AND DiIsposiITION oF Cases, Aucust 1, 
1953, THrovucuH JUNE 30, 1959 


Prepared by Small Business Administration Office of Procurement and Technical 
Assistance, July 24, 1959 


FOREWORD 


This report is a summary analysis of the certificate of competency (COC) 
actions which resulted in the issuance of a COC to Government contracting officers 
in behalf of small-business firms from August 1, 1953, through June 30, 1959, and 
shows by States the applicant firm and location, COC and date certified, procuring 
agency and bid number, item, contract amount (or bid amount if not awarded to 
certified firm), estimated savings to the Government, and remarks concerning 
disposition of COC. 

During that period 1,172 COC applications amounting to approximately 
$240 million were received by SBA, of which 393 applications amounting to 
approximately $92,100,000 were declined; 219 applications amounting to approx- 
imetely $57 million were withdrawn due in pert to favorable SBA survey evalua- 
tions resulting in awards without requiring a COC; and 7 applications amounting 
to approximately $700,000 were pending final action es of June 30, 1959. 

A total of 553 COC’s was issued during the period of August 1, 1953, through 
June 30, 1959, representing contracts amounting to approximately $88,600,000. 
This recapitulation by States shows that the estimated savings to the Govern- 
ment through the issuance of COC’s is approximately $8,200,000. This estimate 
is based on the actual tabulated savings which could be determined definitely 
from case records, with the average percentage of savings projected to the total 
contract amount for all COC’s issued. The asterisks in the savings column of 
the tabulation denote those cases for which data on actual savings were not 
immediately obtainable. 

Analysis of the individual case performance with respect to the COC’s issued 
by the Small Business Administration indicates that of the total number of 553 
issued, 91 are active; 12 are awaiting award; 19 were awarded to other companies; 
16 were terminated for default; 7 were terminated for convenience of the Govern- 
ment; 32 procurements were withdrawn or canceled; and 376 contracts have been 
completed. 
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(The following was ordered inserted in the appendix to the Record, 
by the chairman.) 


SMALL Bustness ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C., July 24, 1959. 
Hon. WILLIAM PROXMIRE, 
U.S. Senate, Washington, D.C. 


DeEaR SENATOR PROXMIRE: Enclosed are two copies of the article entitled 
“More Reason in Small Business Financing,’”’ published by Paul Donham and 
Clifford L. Fitzgerald, Jr., in the most recent issue of the Harvard Business 
Review, which I mentioned to you over the phone. 

We consider this a very competent and thorough analysis and appraisal of the 
potentials of the Small Business Investment Act of 1958. The article was not 
requested by us, nor submitted to us for review before its publication. We have 
no criticism of the statements in the article, except possibly for the paragraph 
on page 101, entitled ‘‘Degree of Flexibility.” 

The article admits that the “sole use’ of convertible debentures provides 
“some flexibility” in that the debentures can be instantaneously converted into 
capital stock. The implication is that this is all the flexibility the program 
requires, and to this extent we cannot agree. Granted that the act now permits 
the conversion of interest-bearing debentures into various forms of equity stock, 
it does not permit the conversion into other types of interest-bearing obligations, 
secured or unsecured, with or without stock purchase warrants, some of which 
might be the only means the investment company could utilize to find a secondary 
market for its investments. We still feel very strongly that our legislative 
recommendations in this area are of great importance to the investment company 
program. 

As mentioned to you on the phone, we think this article would be a material 
contribution to the records of your committee. 

Sincerely yours, 
WENDELL B. Barnes, Administrator. 


[From the Harvard Business Review, July-August 1959, vol. 37, No. 4] 


If we are to appraise the true potential of the Small Business Investment Act of 1958, 
there is need of less emotion and— 


More REASON IN SMALL BUSINESS FINANCING 


(By Paul Donham and Clifford L. Fitzgerald, Jr.) 


What are the facts concerning the commonly assumed shortage of capital for 
small business? 

What kinds of capital are in short supply? What kinds of small firms need and 
deserve help? 

What are the main problems and pitfalls confronting small-business investment 
companies recently authorized by Congress? 

Is the Small Business Investment Act as faulty as some allege, or does it promise 
real help? 

What role are the small-business investment companies likely to play in the 
future? 

For generations a major complaint of small businessmen has been their inability 
to secure the funds they needed when they wanted them. One famous economist 
in describing the attitude of small businessmen wrote: 

“They complained of the contracted views and dastardly spirit of the directors 
of those banks, which did not, they said, extend their credits in proportion to the 
extension of trade of the country; meaning, no doubt, by the extension of that 
trade the extension of their own projects beyond what they could carry on, either 
with their own capital, or with what they had credit to borrow of private people 
in the usual way of bond or mortgage. The banks, they seem to have thought, 
were in honor bound to supply the deficiency, and to provide * * * all the 
capital which they wanted to trade with.” 2 


1 Paul Donham and Clifford L. Fitzgerald, Jr., are associate professor of business administration and 
research assistant, respectively, at the Harvard Business School; they work together in the new enter- 
prises course. 

2 Adam Smith, ‘“‘An Inquiry into the Nature and Causes of the Wealth of Nations’’ (New York, Modern 
Library, 1937), pp. 292-293. 
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These complaints about which Adam Smith wrote many years ago eould still be 
heard in 1958 at congressional hearings. 


INVESTMENT ACT 


Following the war, as many new enterprises started, as established businesses 
sought to grow and expand, and as inflation increased the capital requirements of 
all businesses, the problems of small-business financing began to overshadow all 
others. This was in part because the financing problems were often real and in 
part because financing was sometimes a symptom which obscured the basic 
disease of bad management. By 1950 the administration had become so im- 
pressed that President Truman on May 5 of that year sent a special message to 
Congress urging that a gap existed between the expansion needs of small business 
and the ability of financial institutions to meet those needs and that Government 
should undertake to fill that gap. The argument raged for a number of years as 
considerable heat was generated but little light shed on the problem. 

In 1957 and 1958 both the House and Senate Small Business Committees held 
extensive hearings on the subject, and in April 1958 the Federal Reserve System 
published its detailed report, ‘Financing Small Business.’”’* For the first time 
some real understanding of the nature and scope of the problem became available. 

The passage in August 1958 of the Small Business Investment Act was the 
culmination of years of work by many people. The basic purpose of the legisla- 
tion is set forth in the act as follows: 

“Tt is declared to be the policy of the Congress and the purpose of this Act to 
improve and stimulate the national economy in general and the small-business 
segment thereof in particular by establishing a program to stimulate and supple- 
ment the flow of private equity capital and long-term loan funds which small- 
business concerns need for the sound financing of their business operations and 
for their growth, expansion, and modernization, and which are not available in 
adequate supply: Provided, however, That this policy shall be carried out in such 
manner as to insure the maximum participation of private financing sources.” 

Here is a declarative judgment on the part of Congress that there is lacking an 
adequate supply of equity capital and long-term loan funds. 

Later we shall take a hard look at the means Congress used to step up the flow 
of funds. First, however, let us put the problem in perspective by raising some 
basie questions about the real nature of the shortage and the types of firms that 
need the most help. The common tendency to overlook these important points 
accounts for much needless confusion and controversy concerning the financial 
needs of small business. 

CAPITAL NEEDS 


The determination of supply necessarily involves questions of adequacy and 
availability. In approaching such questiors it is very easy to bog down in 
problems of semantics. On the one hand, when a small businessman complains 
that he cannot secure credit, he can only mean it is not available to him although 
in an overall sense there may be an adequacy of credit capital. On the other 
hand, if he expresses general satisfaction with the status of credit, we may assume 
that the supply is both adequate and available. With these thoughts in mind 
let us review the situation in general and with respect to the various types of 
money. 

A general conclusion from the Federal Reserve report states the overall situa- 
tion in this manner: 

“There is some evidence * * * that there is an unfilled margin, perhaps a 
rather thin one, between the volume of funds available to small concerns in general, 
and to new firms in particular, and the volume that could be put to use without 
prohibitive risk. It is also possible that this margin varies with changes in 
credit and business conditions. * * * It is essential to keep in mind a basic fact 
that underlies the allocatior of resources in a free economy: real capital, as all 
other real resources, is scarce. * * * In a dynamic and growing economy, the 
number of entrepreneurs who expect to be able to use additional funds successfully 
is likely to exceed, most of the time, the actual capabilities of the economy as a 
whole to provide the corresponding real resources.‘ 

3 A report to the Committees on Banking and Currency and the Select Committees on Small Business, 


U.S. Congress, Apr. 11, 1958. 
4 Tbid., pp. 18-19, 
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Available types 


Basically, there are four types of capital available to small business, other than: 
trade or open-book credit, and other than retained earnings. They may be clas-. 
sified arbitrarily as short-term loans, intermediate-terms loans, long-term loans, 
and equity capital. Here are some of the salient facts about them: 

(1) Short-term.—There is almost unanimous agreement in the Federal Reserve 
report, congressional hearings, and the Small Business Committees that short- 
term credit (i.e., secured or unsecured loans with a maturity of less than 1 year) 
is in adequate supply and generally available. 

(2) Intermediate-term.—There is not so much agreement about intermediate- 
term credit loans having a maturity of more than 1 year but no greater than 10: 
years. It is in this area that the loan program of the Small Business Administra- 
tion assumes great importance, for almost all SBA loans are of an intermediate- 
term character. 

Judging from statistics in the SBA’s reports, of the direct loan applications it 
has received it has denied more than two out of every three. (Direct loans are 
distinguished from loans in which the SBA participates with banks on either an 
immediate or deferred basis.) This does not mean, however, that SBA funds are 
not adequate. Indeed, just the opposite appears to be the case. The SBA may 
make individual loans up to $350,000 for 10 years. Surely such a sum is large 
enough to cover the intermediate-term requirements of any small business. 
Furthermore, Congress has supplied the SBA since its inception with funds which 
have never come close to the point of exhaustion. Finally, the SBA has had an 
excellent record the past several years in rapid processing of loan applications, so 
that there is no unwieldy backlog to be considered. 

But how available intermediate-term credit is to those who need it is another 
question. Hearings in 1957 reveiled, for example, that of the loan applications 
declined by the SBA 48 percent were declined owing to the financial situation of 
the applicant, and 39 percent were declined because the applicant’s future pros- 
pects did not look good.5 It appears, therefore, that the real reason so many 
direct loans get turned down has to do with the amount of risk involved. The 
applicants do not meet the statutory criterion that loans “shall be of such sound 
value or so secured as reasonably to assure repayment.” 

(3) Long-term and equity.—There appears to be general agreement that both 
long-term loans and equity capital are inadequate for the needs of small business. 
Backing for this point has come from Federal Reserve officials, the presidents of 
both national stock exchanges, commercial bankers, investment bankers, pro- 
fessional economists, and small businessmen. Most of them, however, have 
used the terms “‘long-term credit” and “equity capital’? synonymously. 

Yet clearly they are not the same. Long-term credit, which we shall arbi- 
trarily classify as that having a maturity of more than 10 years, is debt which 
must be paid off, even in the dim future, and on which interest payments are due 
with tiresome regularity. Equity capital, by contrast, is made up of funds rep- 
resenting ownership. 

Too often we forget that for the 90 percent of all small-business enterprises 
that are not incorporated borrowing is the only real alternative; and many of 
the remaining 10 percent insist on borrowing (even though the real need is for 
equity) because of the owner-managers’ reluctance to dilute ownership. 


INDUSTRY PICTURE 


Regardless of the type of firm, need can be divided into four general categories: 
(1) funds needed for operational purposes; (2) funds required for survival; (3) 
funds to permit growth and expansion; and (4) funds to start a new enterprise. 
With these distinctions in mind, let us turn to the industry picture. Who needs 
the kinds of capital just described? 


Retail trade and services 


About two-thirds of the Nation’s small businesses are in the retail trade and 
service industries. Most of these may be classified as routine operations; they 
are the stores, restaurants, and service establishments with which all of us are 
familiar. Despite the high turnover in these firms, or perhaps because of the 
turnover, it would appear that they have little difficulty in securing funds either 
to start or to continue operations. Turnover would also indicate, however, that 





5 “Problems of Small Business Financing,’’ hearings before the House Committee on Small Business, 
Nov. 19-22, 1957, p. 221. 
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survival funds are not available because the need for financing is only a symptom 
of some deeper management or environmental difficulty. 

When retail or service firms are successful and wish to grow or modernize, 
equipment loans are usually available. In addition, the SBA has been effectively 
promoting a limited loan participation plan particularly designed for these 
industries. 


Wholesale trade and construction 


One-fifth of the small-business population is accounted for by wholesale trade 
and construction firms. That they have not faced impossible hurdles in securing 
funds for starting and operating is evidenced by the rapid increase in the number 
of firms in operation. Between 1929 and 1957, when the population of this 
country increased 42 percent and the total business population increased by 
exactly the same amount, the number of wholesale trade businesses increased 
100 percent, and the number of construction firms increased 104 percent. 

However, the inability of contractors to secure survival funds has been evi- 
denced by a high proportion of construction failures in the Dun & Bradstreet 
failure indexes of 1957 and 1958. Unfortunately, contractors typically have 
little to offer as collateral, for theirs is not a business requiring large capital invest- 
ment. Yet the good managers have survived and found ample credit for growth. 
As for deserving wholesalers, they have available to them, and are using, SBA 
loan facilities. 


Manufacturing 


Although manufacturing constitutes less than 10 percent of all small businesses, 
congressional testimony and the Federal Reserve report indicate almost con- 
clusively that this segment constitutes the great trouble area in small business 
financing. Yet here again it is inappropriate to lump all small companies to- 
gether as though they were homogeneous. Manufacturing can be divided into 
at least two categories—those which are relatively satisfied with the status quo 
and those which wish to start or to grow: 

The former may be characterized as essentially one-man operations, such as 
some garage machine and tool shops, local commercial printing establishments, 
and the like. There is little evidence that their financial requirements are not 
being taken care of so long as they meet minimum credit standards, including those 
applied by SBA. 

The problem then is reduced to those small manufacturing companies, probably 
less than 5 percent of the business population, that wish to grow and expand and 
to those prospective entrepreneurs who wish to start a new business. It is in these 
segments of the economy that funds are needed, and it is these segments that are 
being hurt by the relative unavailability of long-term credit and equity capital. 

The real need, where there is a need, is usually for equity money. The growing 
business by definition needs permanent funds to finance its expansion. It requires 
ever-increasing amounts of working capital. Mortgage loans can take care of a 
certain percentage of the needs for facilities, but the balance of such needs and 
the working capital requirements should be taken care of with equity money. 

The fact that numerous managers of small manufacturing businesses are reluc- 
tant to use equity capital, even when it is available, constitutes the largest single 
problem that must be faced by any financial institution attempting to fill the 
equity gap. There are, of course, financial structures which provide for the shar- 
ing of earnings but not the sharing of control, a common example being the division 
of common stock into voting and nonvoting components. But the equity investor 
normally and naturally wishes some protection in the event that the entrepreneur 
fails in terms of managerial performance or competence; in one way or another 
he wants to provide for an investor majority on the board of directors if certain 
stipulated conditions arise. 

It is unfortunate that so many owner-managers shy away from making con- 
cessions of this kind, The entrepreneur should take courage in the knowledge 
that risk capital is being bet on him and that he has real control so long as he does 
his job effectively. Much educational work remains to be done before business- 
men become convinced of this philosophy. 


VENTURE CAPITAL COMPANIES 


As many businessmen know, a small firm must be able to offer the prospective 
investor a high return on his money if it is to lure him away from other investment 
possibilities. Of the less than 5 percent of small businesses that have real need 
of equity funds, probably only a small number can meet this test of high return. 
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Since World War II, venture capital companies have been occupied with the prob- 
lems of locating such investment possibilities among smaller manufacturing situa- 
tions. Several facts have begun to emerge from their experience. 

For one thing, few situations offer a sufficient return to provide the premium 
over conventional investment that is warranted by the additional risk which 
these situations pose for the investor. 

Also, venture capital investments have gravitated toward larger, more estab- 
lished concerns. An indication of the practical difficulties faced by the venture 
capital companies in their smaller investments is exemplified by the experience 
of the J. H. Whitney Co. as revealed by C. Wrede Petersmeyer, a general partner, 
at an American Management Association conference held in New York City in 
December 1958: 

On 38 investments in amounts of $500,000 or less, the J. H. Whitney Co, 
averaged an annual return of 2 percent over a period of 12 years. Conversely, 
five-sixths of the 300-percent increase in assets of this firm over the same period 
were contributed by five investments, each of which was in excess of $2 million. 

At best, overall success has not been phenomenal. If the period since World 
War II is divided into two sections, however, the second half of this period wit- 
nessed considerably greater success relative to first-half stock index comparisons, 
which suggests that the venture capitalists have traversed a ‘‘learning curve’ 
and may expect greater average performance in the future. This, of course, is 
the promise which is counted on by proponents of small business investment 
companies as they contemplate their future operations. 


SBIC TYPES 


The Small Business Investment Act of 1958 created a new breed of venture 
capital firm, endowed it with tax privileges, and stripped away some longstanding 
barriers which had previously prevented banks and certain other institutions 
from dealing in equity securities. It is significant that at least three distinct 
species of SBIC’s are developing: what we shall refer to as the “‘pro bono publico,”’ 
the “collateral advantage,” and the “profit motive” types. Each is quite different 
from the others, and it is important to keep the differences in mind. 

Pro bono publico 

A Washington citizen, steeped in law, was apparently the first to identify an 
SBIC pledged primarily to regional and civic development as a pro bono publico 
institution, and the name has stuck. Essentially, such an SBIC would measure 
its success in terms of community growth, additional jobs created, and higher 
per capital income. An SBIC thoroughly committed to this course would place 
profits low on its priority list, and might even consider them embarrassing under 
some circumstances. Such organizations would be willing to place funds in their 
most wanted form, as term loans, and would also desire a maximum of discretionary 
funds per dollar of invested equity via leverage. 

Under the terms of the 1958 act, wealthy members of a community, including 
corporations, can make capital ‘contributions’? to a pro bono publico through 
purchase of its securities, writing off any subsequent losses on such stock in the 
same manner as if they had contributed to a charity. In addition, to the extent 
that a maximum of Government funds are employed, each private dollar con- 
tributed could result in $3 invested in community enterprises where each dollar 
input is reputed to rebound from spender to spender, further supporting the pro 
bono publico’s claim on community cooperation. 

Under imaginative management, such a pro bono publico could become a new 
kind of intermediary engaged in the ‘“‘bundling’’ of the term obligations of small 
companies into marketable aggregates, just as mortgages are now consolidated 
by some syndicates for purchase as a unit by a larger institution. It might very 
well sell collateral trust obligations or similar instruments to insurance companies, 
a few of which have in the past indicated a willingness to invest in amounts as 
small as $250,000. In this manner, the pro bono publico could introduce the funds 
of insurance companies to business sectors which would otherwise go without. 


Collateral advantages 


A second SBIC is the kind organized for the purpose of securing collateral 
advantages for its owners. Such professional groups as auditing firms may par- 





6 For a fuller discussion of the rules under which SBIC’s operate, and of businessmen’s reactions to these 
pron ae Vanes L. Fitzgerald, Jr., ‘‘Problems in Review: Small Business Financing.’”” HBR March- 
pril 1959, p. 6. 
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ticipate in this development to a certain extent, but the vast majority of the 
collateral advantage SBIC’s will probably be organized by banks as substantially 
wholly owned affiliates. Here are some of the reasons for bank interest in the 
SBIC: 

(1) A busy bank will discuss financial matters with scores of companies during 
each month. Ordinarily many of these companies’ loan applications would have 
to be turned down. If the bank has an SBIC, however, some rejected applica- 
tions can be directed to it for further screening. In such cases, the operation of 
an SBIC may be considered to be a byproduct of the ordinary course of business, 
allowing the bank in some instances to capitalize on time already spent on 
customers. 

(2) Some banks that have placed proposals before the SBA have a favorable 
view toward the public relations possibilities of SBIC ownership. 

(3) One bank philosophically states that it is often difficult to determine the 
ultimate direction of complicated legislation. Therefore, it feels that its alloca- 
tion of funds to an SBIC corresponds to the research and development expendi- 
tures of a manufacturing corporation. 

(4) Perhaps the most important collateral advantage for a bank will be its 
ability to conduct “seeding’’ operations through an SBIC enabling it to gain 
much earlier contact with growing companies in the beginning stages of develop- 
ment. Thus, SBIC ownership may provide the bank with more flexibility in 
cultivating depositors; and in some instances it may become an additional factor 
in holding the business of present depositors. 

However, advantages are seldom without a few offsetting disadvantages, and 
inspection will reveal that this is likewise true of bank operation of an SBIC. 
For example, operating expenses may be underestimated, particularly organiza- 
tional startup expenses. In addition, some managers of small firms applying for 
loans may feel that the bank is jockeying for an equity position in their com- 
panies when their rejected applications are subsequently directed to an SBIC 
affiliate. Such attitudes could complicate the bank’s customer relations, but 
these disadvantages, on balance, are not serious. 


Profit as motive 


The profit motive, or venturing, SBIC has attracted the bulk of attention which 
has been directed toward the Small Business Investment Act of 1958. ‘“‘We 
plan to invest in growth situations, taking capital gains after some 3 or 4 years” 
was a characteristic and greatly oversimplified sentiment frequently seen in the 
press—until certain investment facts of life became more widely known. Now, 
as indicated by the disparity between inquiries (or letters of intent) and concrete 
proposals before the SBA, the extent of the oversimplification has been recognized. 

Since venture capitalism inherently affords greater risk for the investor, some 
organizers of profit-motive SBIC’s have sought to hedge risks by welding talents 
into their SBIC by selective distribution of stock. Accordingly, the Empire 
Trust Co. of New York has combined forces with the investment banking firm 
of Carl M. Loeb, Rhoades & Co., and the two, in turn, are examining the possi- 
bility of bringing in a prominent auditing firm and perhaps others who have 
frequent contact with a variety of businesses and whose talents will prove bene- 
ficial to the jointly operated company. 

Because the Empire Trust Co. has had long experience dealing with relatively 
small, fast-growing special situations, it could be expected that this firm would 
have a facile ability to conduct its SBIC affairs through a wholly owned affiliate. 
That it does not wish to do so may be attributed to two main facts: First, if a 
corporation with more than 100 stockholders owns more than 10 percent of an 
SBIC’s stock, all of the stockholders of the corporation are considered constructive 
owners of the SBIC stock, automatically forcing the SBIC into registration 
under the Investment Company Act of 1940. Second, and no less important, the 
Empire Trust Co. has a respect for the multitude of backgrounds and specific 
areas of knowledge required, in its own opinion, for successful operation of an 
SBIC. Proponents of SBIC’s who seek to operate on a lesser quantity of human 
resources might well take note of this viewpoint. 

Profit-motive SBIC’s may be organized by a small group of promoters, and at 
least a few of these will have the appearance of a sophisticated investment club 
acting on the leverage obtained through Government funds. Here, the weight of 
the Government regulation and the thoroughness of application forms result in 
truly constructive redtape, for any SBIC organizers who manage to navigate the 
quantities of paperwork may be considered, almost by definition, to be fairly 
competent. In several cases, organizers who have had investment backgrounds 
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have stated that the application procedure under SBA was not a deterrent but 
was, instead, ‘‘an invitation to think” in that it forced more complete planning. 
The profit-motive SBIC will, in almost every instance, place its funds in the 
form of convertible debentures designed to produce capital appreciation. Straight 
loans do not seem to be contemplated by management except when used to protect 
prior investment. 
ORGANIZATIONAL CAVEATS 


The fact that there are various approaches to operating an SBIC, and differing 
reasons for subscribing to its stock, is one that no investor should forget. Many 
difficulties may arise from a fusion of separate approaches into a loosely defined, 
vague-of-purpose SBIC. It is quite likely, for instance, that some small banks 
desiring collateral advantages will join forces with profit-motive organizers, pro- 
ducing an inherently conflicting union. The resulting misalinement in view- 
points, under the stress of investment decision making, might easily result in a 
frozen committee that would make even the most experienced institutional 
investor shudder. 

Therefore, joint owners should be fitted together with meticulous care; and 
shares should not be broadcast indiscriminately throughout the investment com- 
munity in a pell-mell rush to get into business. For instance, provision for the 
loss offsets against ordinary income is clearly more advantageous to the high- 
bracket taxpayer. To the extent that an SBIC is able to limit its ownership to 
persons having high incremental tax rates, it will enhance its chances for success 
since such investors may more readily accept the risk involved, may more willingly 
provide such additional funds via preemptive distribution as may be required to 
stave off temporary portfolio stagnation, and will tend to exhibit more patience 
than might otherwise be the case. 

Among SBIC managements and stockholders, patience will certainly be a 
virtue. Investors who are used to thinking of capital gains in terms of 6-month 
periods will have to adjust their sights to upward of 4- or 5-year holding durations, 
and much longer investment experiences will undoubtedly occur. 

To summarize, there are four main organizational warnings that emerge from 
discussions with SBIC proponents: 

(1) There is a necessity for having a clearly defined investment purpose, and 
prior acknowledgment that expediency may tend to push together participants 
who seem to have common interests, but who actually have different goals in mind. 

(2) There is the necessity of acknowledging the fact that a variety of separate 
backgrounds is required if a small-business investment company is to have the 
most advantageous start. 

(3) Stock ownership should be limited, insofar as possible, to high-bracket 
taxpayers. 

(4) The entire organization should be reoriented in advance with respect to 
the time which may be encountered before an appreciable number of investments 
may be rotated. It goes without saying that, collectively, the organization should 
have the characteristics of objectivity, high analytical ability, and imagination. 


SBIC OPERATONS 


In addition to the factors mentioned above, there are several operating idio- 
syncrasies which will further tend to shape the organizational form of the SBIC 
and to define rough operating rules which may be departed from, but only at the 
risk of introducing additional obstacles to success. The background of venture 
capitalists, plus conversations with small-business investment company pro- 
ponents, has suggested the conclusions below. 


Advantage of size 


} It seems clear that large size is an advantage; smallness a disadvantage. One 
reason for this is that the work that goes into investigating the growth prospects 
of a company is likely to be as expensive for a small investment as for a large one. 
It can readily be seen that an SBIC, especially a smaller one, will find itself in 
straits if it attempts to make too many small placements. Also, venture capital 
experience shows that not one but several injections of capital are usually re- 
quired before a total investment experience is achieved. 

Therefore, a small-business investment company must stand ready to place a 
significant amount of funds initially because of placement cost considerations 
and then be prepared to follow up with additional funds (subject to the 20 per- 
cent statutory limitation). 
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All this calls not only for money but also for an ample staff, with the result that 
an SBIC should be ideally be considerably larger than the minimum specified 
by the SBA. “Funds on the order of several millions” is the recommendation 
most frequently heard, and is corroborated by cash flow and expense analysis. 


Screening investments 


The J. H. Whitney Co. reports that of 7,000 possibilities screened over a 12-year 
period, only 50, or less than 1 percent, were picked for investment. The screen- 
ing problem alone will almost certainly block a number of SBIC’s from realizing 
full success. Where investments can be prescreened by affiliation or cooperation 
with banks, a possibility mentioned earlier, 75 to 80 percent of the screening 
process can be eliminated (by bank estimate). 

Talks with bankers and businessmen indicate that there is no substitute for an 
aggressive “‘prospecting” philosophy. This is an important point because it may 
be tempting to think that prospects can be found simply by passively sitting 
back and interviewing the horde of applicants who invariably come in. As part 
of the searching-out program it is valuable to have detailed investment criteria 
such as prerequisite profit margins, growth trends within the industry, and return 
on invested capital, combined so as to form an ‘‘analyzer”’ that will help diredt 
the energies of the organization to industries and companies which offer the 
maximum opportunity for successful investment. Such “analyzers” (with sup- 
porting information sources) are, of course, not developed overnight. 

Some venture capitalists avoid systematizing their investment policy into 
quantitative relationships, but invariably they will be able to describe what they 
consider to be the hallmarks of a good investment. Among the desirable invest- 
ment characteristics often mentioned are: 


Sound management (including management depth). 

A competitive niche or advantage.’ 

Part of a growth industry. 

Development beyond the experimental or prototype stage. 


Illiquidity 


One of the best ways to avoid illiquidity is to determine a “way out” for an 
investment before planning a “way in.” Typically, an SBIC will have the 
alternatives of public financing, sale, merger, and repurchase (i.e., the right of 
first refusal granted to issuing concern) available to it for the purpose of rotating 
segments of its portfolio. Where none of these alternatives is present or prac- 
ticable, the investment may be said to be illiquid. The possibility is one that 
should be guarded against in an investment company’s long-range financial 
strategy. 

If illiquidity is compounded by an inability to raise additional funds, the result 
will be astagnant portfolio. By itself, such an outcome is not necessarily harmful, 
but it may have disruptive effects on a continuing organization. 

Premature decisions forced 
Ly the address referred to earlier, C. Wrede Petersmeyer is reported to have 
said: 

“We can tell pretty well by the end of the first year which investments are 
turkeys, but we cannot foresee the ultimate success this early of those that look 
like they have a good chance of succeeding.” 

This natural limitation in foresight may, under the rules as they stand today, 
lead to considerable SBIC embarrassment. SBIC convertible debentures are 
redeemable at par; there is no allowance for a call premium, Therefore, if an 
SBIC has held an investment for an insufficient period of time fully to assess its 
possibilities, and its bonds are called by the issuing company, it is faced with a 
dilemma. Should it convert the bonds into common stock of an unknown 
quality, or take repayment in the equivalent of a straight loan—thereby forgoing 
recovery of investigation expenses? 

The SBA has indicated that it may permit the negotiation of a discount on con- 
vertible bonds by SBIC’s where the SBIC has stated an intention to do so in its 
application for license. In this manner, the spread between the bond price and 
its par value will measure the penalty paid by a concern which prematurely calls its 
bonds, and the premium paid to the SBIC for the operating expenses which it 
was unable to amortize because of early call. This action on the part of the 


—_— 


» 7 See, for example, W. Arnold Hosmer, ‘Small Manufacturing Enterprises,’’ HBR November—Decem- 
er 1957, p. 111. 
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SBA seems to reflect its willingness to modify a position in order to make the 
Small Business Investment Act a purposeful and vigorous statute. 


LEGAL REGULATION 


Organizers of SBIC’s should be aware of the impact of the securities laws at a 
very early stage in their planning in order to avoid irrevocable errors. Here, for 
businessmen who have not yet been introduced to the legal aspects through first- 
hand experience, is a brief sketch of certain points in the laws that are important 
in planning: 

1. SBIC’s will be subjected to full registration under the Securities Exchange 
Act of 1933 unless exemptions are received under these circumstances: 

(a) Use of regulation E for issues of less than $300,000. 
(6) Private placement. 

2. Exemptions under the Investment Company Act of 1940 are obtainable 
only if the investment company has less than 100 stockholders, and if no public 
offering is in progress or is proposed. (The stockholders of any corporation 
which owns 10 percent or more of the voting securities of the investment com- 
pany will be considered to be stockholders of the investment company for pur- 
poses of determining the total number of such stockholders.) The intrastate 
exemption, customarily available under the Securities Act, is specifically denied 
investment companies under the Investment Company Act. 

3. In short, if an SBIC makes a public offering, even though exempt, it will 
have to register under the 1940 act. In addition, if a corporation possessing 
more than 100 stockholders owns more than 10 percent of the SBIC, it will 
have to register under this same act. Therefore, if an SBIC wishes to avoid all 
registration, its best course is through a private placement of its securities, thus 
placing it in a nebulous area of securities regulation. Manuel F. Cohen, Chief 
Counsel, Division of Corporation Finance of the Securities and Exchange Com- 
mission, has made helpful statements regarding the use of this approach: 

“The effect of this decision (S.E.C. v. Ralston Purina Co., 346 U.S. 119, 1953) 
is to limit the applicability of the exemption (private sale) to an offering to persons 
who are in a position to have such knowledge of the business affairs of the issuer 
as would be substantially comparable to that which would be provided by the 
registration statement. * * * 

“The scope of the offering is a factor to be considered. This involves a con- 
sideration not only of the persons to whom an express offering is made but all 
persons to whom an offering in the statutory sense is made. Preliminary con- 
versations, the solicitations of offers to buy or even of indications of interest, 
or any attempt of any kind to dispose of a security, are all within the meaning 
of the term * * * an issuer will usually require the purchasers in a private 
offering to furnish a written representation that they are taking the securities 
for investment and not for the purpose of distribution.§ 

The full significance of the impact of registration under the Investment Com- 
pany Act of 1940 is demonstrated by the experience of a bank currently in process 
of registering. The executive in charge of the program estimates that registration 
has cost approximately $10,000 to $15,000 in terms of executive time and out- 
of-pocket legal expenses. 

ARE SBIC’S ADEQUATE? 


The Small Business Investment Act has borne the brunt of considerable snip- 
ing from the very date of its passage. Critics have asserted that interest rates 
charged by the Government are too high, that the regulations are onerous, that 
the sole use of convertible debentures will restrict investment negotiations, and 
that the tax advantages are limited and unappealing. There is reason to believe 
that these criticisms, when‘examined one by one, do not pose serious threats to 
the operation of SBIC’s by competent and persistent investment managers. We 
shall try to show why. 

Government contribution 


The 5-percent interest rate charged by the Government should not obscure the 
fact that the Government is making funds available, and that it is subordinating 
a portion of these funds. To the extent that SBIC’s are able to compete freely 
for private funds, they may do so, but it seems improbable that they will be able 
to obtain funds privately at lower rates than those offered by the Government— 


8 Address before the Federal Bar Association, Feb. 19-20, 1959, Chicago, Ml, 
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unless, of course, that particular small-business investment company is affiliated 
with a bank. 

As for Government regulations, it is true that they are difficult to live with, 
but they also provide very important buttresses for SBIC’s against the possible 
forfeiture of the integrity of an entire institutional complex due to the activities 
of a fringe element. Any institution, particularly in its starting phases, must be 
jealous of its reputation; and, in the absence of Government surveillance, SBIC’s 
everywhere would doubtless be forced to organize a hyperactive association to 
perform essentially the same functions as are now being accomplished by the 
Government. Judging from the magnitude of initial interest in the prospect of 
using Government money against a thin equity base, and from the nature of this 
interest, many inept SBIC’s might be formed were they not confronted with 
labyrinthine legislative considerations, most of which require planning,pencil- 
pushing, and determination of specific operating policies. 

The attitude of some SBIC organizers is that experienced men need only a 
small amount of ingenuity to handle the legal requirements. ‘The impression we 
have received, after talking with a number of persons interested in SBIC forma- 
tion, is that those who do find the regulations burdensome, for reasons other than 
starting costs, belong to a group that tends to lack either the background or the 
determination which is needed to form and operate a new financing institution 
successfully. Since mergers, selling negotiations, redistribution and registration 
of stock, and repurchase arrangements often involve a variety of internal revenue, 
SEC, and general considerations, it would seem to follow that a group of pro- 
moters who find the path to SBIC organization ridden with obstacles would find 
the day-to-day operation of an SBIC an even thornier prospect. 


Degree of flexibility 


Critics who attack the sole use of convertible debentures as an investment 
medium should remember this: over the years, as a result of railroad financing, 
reorganizations, and recapitalizations, a galaxy of financing provisions, methods, 
and instruments have developed in the business world. There are more than 
enough to strike fear and confusion in the heart of the uninitiated small business- 
man. But given one preliminary financing instrument, the convertible debenture, 
the small businessman can then thrust aside a large quantity of financial nomen- 
clature. He can shop for SBIC financing just as he might shop for a mortgage, 
and the convertible debenture will allow him to go from door to door receiving 
roughly comparable quotations without being thoroughly dazzled by financial 
footwork. 

On the other hand, there is some flexibility. For instance, there is no provi- 
sion against making prior contractual agreements that call for virtually instan- 
taneous conversion of debentures into stock, an opening that allows an SBIC 
to invest on an equity basis even though pricing formally in terms of convertible 
debentures. Also, as previously noted, an SBIC can invest in all the various 
forms of equity stock, including participating preferreds and others. Thus, the 
regulations allow both parties the negotiating flexibility which they require, yet 
still provide for a common starting point. 

Discussions by the authors with SBA officials have led to the impression that 
administrative interpretations will permit considerably greater flexibility in the 
establishment of a finance package than liberal interpretation of the act itself 
would indicate. Believing that the planning of a financial structure for a com- 
pany is an art, we have concluded that, given a sense of both reason and vision 
on the part of SBA administrators, SBIC’s will not find the statutory limitation 
of instruments to the convertible debenture as restrictive as it might appear. 
From the common starting point a wide variety of financial plans can develop, 
varying with the particular situation. 


Tax incentives 


One responsible accountant has stated that the law’s tax provisions will not 
attract large amounts of money, as has been the case in oil drilling, but will add 
legions to the army of tax accountants and attorneys. Such a statement can 
only be vertified by experience, and it may require a considerable period of time 
before the tax incentives can be evaluated. It is true, however, that supporters 
of the original bill have seen fit to propose additional incentives in order to make 
the total investment more attractive to investors. 































































'“How to Obtain Financing Under the Small Business Investment Act’’ (prepared by House Select 
Committee on Small Business, Aug. 21, 1958), p. 15; question 17. 
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Promise of improvement 
Reviewing progress and problems in small business financing thus far, here are 
some predictions about the future role of SBIC’s: 

The SBIC is not oriented toward all small businesses any more than the 
private investor is. Therefore, the proprietor, the inventor with an unde- 
veloped idea, and the small manufacturer seeking research funds are still 
likely to find capital hard to come by. 

However, a firm that is too small for public or institutional financing but 
too large for the private funds of insiders, that possesses businesslike manage- 
ment, and that is in a growth industry will find that it may locate funds ona 
much more convenient basis than previously has been the case. Entre- 
preneurs in such firms can now anticipate greater ease in locating development 

companies in the financial community that are primarily interested in small 
organizations, familiar with myst funds, and able at times to bring 
funds from other communities through SBIC syndication. 

As additional SBIC’s are foreaad.” other interested organizations will be 
able to study the patterns of incorporation and profit from them. If the 
initial group of SBIC’s commences its operations in an orderly and prudent 
fashion, a host of later firms will undoubtedly come into being. 

An SBIC formed under the new act has a reasonable opportunity for sue- 
cess. If the format proves popular, its use might conceivably extend on 8 
highly eet basis even to the field of private international inv estment, 
since SBIC’s bear in some ways a striking miniaturized resemblance to the 
International os Corporation, an affiliate of the World Bank which 
attempts to do internationally what the SBIC’s hope to accomplish do- 
mestically. 

FINANCIAL STATESMANSHIP 


Perhaps the whole question of adequacy and opportunity for success will hinge 
in the last analysis on the ability and willingness of SBIC’s and small businessmen 
to meet each other halfway in their joint negotiations. Heretofore, small business- 
men have been loath to give up equity, while investors have categorically exiled 
all small business to the financial hinterland of low e earnings multipliers and high 
inter rest rates. These are immiscible attitudes. In addition, the small busing 
man’s objective of watching his firm grow under his own management is liable 
to be incompatible with the SBIC’s goal of near-term capital appreciation through 
public distribution, merger, or sale. 

These conflicts do not have to persist unabated. Small businessmen and 
SBIC’s could acknowledge a degree of mutual interdependence and rise to a new 
level of financial diplomacy. Stimulated by a mixture of education and mutual 
need, financiers and owner-managers could combine forces so as to reduce finan- 
cial handicaps, thereby helping some worthy, small firms to become larger 
businesses. 

But too much must not be expected of the Small Business Investment Act. 
This legislation will not still the cries of the many small businessmen who claim 
that they cannot secure capital. An SBIC will help fill the needs of those busi- 
nesses which are soundly managed and have growth potential. And the SBA will 
continue to lend to companies which offer reasonable reassurance of loan repay- 
ment. But much of the clamor for funds has come from those who, for a variety 
of reasons, are unable to justify their want in terms of a need w hich ean produce 
economic gain. 

When the critics of the act descend on Washington to complain vociferously, 
as they surely will, that the Government is still not solving the small business 
financing problem, let Congress remember its own stated public policy: “The 
essence of the American economic system of priv ate enterprise is free competition.” 
One of the rights that is a part of this system is the right to fail. Should Federal 
funds ever be granted by law to the incompetent and the economically unfit, 
then there ceases to be free enterprise. 
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